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IMPACT ON INTERNATIONAL COMPETITIVE- 
NESS OF REPLACING THE FEDERAL 
INCOME TAX 


THURSDAY, JULY 18, 1996 

House of Representatives, 
Committee on Ways and Means, 

Washington, DC. 

The Committee met, pursuant to notice, at 10:08 a.m., in room 
1100, Longworth House Office Building, Hon. Bill Archer (Chair- 
man of the Committee) presiding. 

[The advisory announcing the hearing follows:] 
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ADVISORY 

FROM THE COMMITTEE ON WAYS AND MEANS 


FOR IMMEDIATE RELEASE CONTACT: (202) 225-1721 

June 26, 1996 
No. FC-18 


Archer Announces Hearing on 
the Impact on International Competitiveness 
of Replacing the Federal Income Tax 

Congressman Bill Archer (R-TX), Chairman of the Committee on Ways and Means, 
today announced that the Committee will hold a hearing to examine the impact of the proposed 
replacement tax systems on the international competitiveness of American workers and 
businesses. The bearing will take place on Thursday, July 18, 1996, in the main 
Committee hearing room, 1100 Longworth House Office Building, beginniDg at 
10:00 a.m. 

BACKGROUND : 

As part of its hearings on replacing the Federal income tax, the Committee on Ways and 
Means has begun to examine how the proposed replacement systems would affect specific 
segments of society and the economy. Witnesses will be asked to focus on the advantages and 
disadvantages of some of the proposed replacement tax systems using the following guidelines: 

1 . The basic alternatives are: an income tax (with one or more rates); a flat lax 
(such as the one introduced by House Majority Leader Dick Armey); a national sales tax (such 
as the one introduced by Reps. Schaefer and Tauzin); a value added tax (both invoice*credii and 
subtraction methods), and an income tax system with an unlimited savings deduction (such as the 
USA tax system introduced by Senators Domenict and Nunn). 

2. The alternatives, whenever possible, should be considered in their pure, conceptual 
form (i.e., witnesses arc discouraged from focusing exclusively on all the permutations of a so- 
called "flat tax" or on which items should (or should not) be exempted from a tax). 

3. Any new tax system would replace the individual income lax, the corporate 
income tax. and estate and gift taxes. Witnesses could also consider replacement of payroll taxes 
and excise taxes, as long as they consistently considered such replacement for all proposed tax 
systems, 

4. Replacement must be deficit-neutral, both in the short-term and the long-term. 

Following this hearing, the Committee will continue to examine the impact of the 
proposed alternatives, including the effects on: individuals and families; employee benefits and 
retirement and personal savings incentives; home ownership and real estate generally; agriculture; 
domestic manufacturing; energy and natural resources; retail sales; financial services; service 
industries; and health care. Dates for hearings on these topics will be announced in one or more 
future press releases. 

FOCUS : 

The focus of this hearing will be limited to the impact of ftmdamenlaj tax reform on the 
international competitiveness of American workers and businesses, particularly the effects on 
imports and exports. 
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DETAILS FOR SUBMISSIONS OF REQUESTS TO BE HEARD ; 

Requests to be heard at the hearing must be made by telephone to Traci Allman or 
Bradley Schreiber at (202) 225-1721 no later than the close of business Monday, July 8, 1996. 
The telephone request should be followed by a formal written request to Phillip D. Moseley, 
Chief of Staff. Committee on Ways and Means, U.S. House of Representatives, 1102 Longworth 
House Office Building, Washington, D.C. 20515. The Committee staff will notify by telephone 
those scheduled to appear as soon as possible after the filing deadline. Any questions concerning 
a scheduled appearance should be directed to the Committee staff at (202) 225-1721. 

In view of the limited time available to hear witnesses, the Committee may not be 
able to accommodate all requests to be heard. Tho^ persons and organizations not scheduled 
for an oral appearance are encouraged to submit written statements for the record of the hearing. 
All persons requesting to be heard, whether they are scheduled for oral testimony or not, will be 
notified as soon as possible after the filing deadline. 

Wimesses scheduled to present oral testimony are required to summarize briefly their 
written statements in no more than five minutes. THE FIVE-MINUTE RULE WILL BE 
STRICTLY ENFORCED, The full written statement of each witness will be included in 
the printed record. 

In order to assure the most productive use of the limited amount of time available to 
question witnesses, all wimesses scheduled to appear before the Committee are required to 
submit 300 copies of their prepared statements for review by Members prior to the hearing. 
Testimony should arrive at the Committee oflice, 1102 Longworth House Office Building, 
no later than 10:00 a.m. on Tuesday, July 16, 1996. Failure to do so may result in the 
witness being denied the opportunity to testify in person. 

WRITTEN STATEMENTS IN LIEU OF PERSONAL APPEARANCE : 

Any person or organization wishing to submit a written statement for the printed record 
of the hearing should submit at least six (6) copies of their statement, with their address and date 
of hearing noted, by the close of business, Thursday, August 1. 1996, to Phillip D. Moseley. 
Chief of Staff, Comminee on Ways and Means, U.S. House of Representatives, 1102 Longworth 
House Office Building, Washington, D.C. 20515. If those filing written statements wish to have 
their statements distributed to the press and interested public at the hearing, they may deliver 200 
additional copies for this purpose to the Committee office, room 1102 Longworth House Office 
Building, at least one hour before the hearing begins. 

FORMATTING REQUIREMENTS : 

Kaeft •tttMiaai praracad r« pftgOBC fa ttf Couiaw kr s wtttma. U7 wilttm mtwiw v ofelUi ratalM ftr tfe* prtatad nemt «r 
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tn eanpttuef wttt ttoit coldiUooi vUI ooi kt koi wUl ko Baloulaotf to too CmbMoo BIoo to miov Md uo kr too Caaltlfo. 

I. All auiaoHOU tad 107 lowpoaytey otolMti to prtaltoc sbu ko typod to Mb|1o opaco «• lacaJ-Uio and may loi 

OBood a total o( 10 pagoi todadtoc atadunoatt. 
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Note: All Committee advisories and news releases are now available on the World Wide Web at 
’http://WWW.HOUSE.GOV/WAYS_MEANS/’ or over the Internet at 
’GOPHER.HOUSE.GOV’ under ’HOUSE COMMITTEE INFORMATION’. 
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Chairman Archer. The Committee will come to order. 

Today, our hearing is going to focus on the impact of fundamen- 
tal tax reform on international competitiveness, a subject I believe 
is critical to the future of this country in the next century. 

Over the last decade, the world has developed and is continuing 
to develop into a truly global economy. At no time during our Na- 
tion’s history has our economy b*«i more dependent on the econo- 
mies of other countries. 

While our trade policies have been constantly changing to accom- 
modate this globalization of the world’s economies, our tax policies, 
in my judgment, have not. 

The two most recent tax initiatives in 1986 and 1993 created ob- 
stacles to international trade and development rather than a facili- 
tation of U.S. competitiveness. To this day, I have not been able to 
find any valid reason for enacting the 1986 and 1993 international 
tax provisions. This is one of the reasons I felt that adjustments 
to the 1986 and 1993 tax provision should be undertaken at the 
earliest possible date. 

I view today’s hearing as the first steps toward developing a tax 
system that will not only serve this country’s revenue needs, but 
one that will also stimulate and encourage the all-important inter- 
national trade and development. 

As the world’s economies continue to become more interrelated, 
the need for a tax system that is compatible with our country’s 
international trade objectives becomes crucial. 

In addition to being compatible with our international trade ob- 
jectives, our new and revised tax system will, of course, have to 
take into account the increasing amount of electronic commerce 
that is being conducted on the Internet and other forums. Unless 
these electronic commercial transactions are addressed, our future 
tax system could face serious problems. 

I am, of course, fully aware of the vital role income, estate, and 
gift tax treaties play in today’s world. Unfortunately, the Founding 
Fathers decided to give another Committee jurisdiction over tax 
treaties. Despite this unfortunate oversight, I would welcome any 
comments our witnesses may have on how our international tax 
treaty network could be improved to better reflect the changing 
world in which we now live. 

I now recognize Mr. Gibbons for any comments he would like to 
make. 

Mr. Gibbons. Mr. Chairman, I commend you for holding these 
hearings. They are very important. 

I have come to the conclusion that America’s future welfare de- 
pends upon how well we train our brains and how well we organize 
our economy. I look at a part of our economy and notice the tre- 
mendous drag our revenue system imposes upon our economy, and 
I hope these hearings will help us find a way to improve that econ- 
omy and efficiency. 

Thank you. 

Chairman Archer. Thank you, Mr. Gibbons. 

[The opening statement of Mr. Ramstad follows:] 
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STATEMENT OF REP. JIM RAMSTAD 
WAYS AND MEANS COMMITTEE 
HEARING ON REPLACING THE FEDERAL INCOME TAX 
July 18, 1996 

Thank you, Mr. Chairman, for convening this critical hearing on the 
international implications of reforming our tax system. 

The hearings we have held last year and this year under your leadership 
have reinforced the need for a tax system which is simple and fair for all 
Americans. 

In the context of a global economy, the defects in our current system 
have put American companies at a competitive disadvantage with their 
foreign competitors who don’t have the same burdens with their tax 
codes. We have heard the horror stories about the complexity of 
computing the foreign tax credit and the huge compliance costs of 
computing the tax on foreign source income. 

It is absolutely critical to consider the impact of tax reforms on U.S. 
trade, keeping in mind that exports make up about 1 1 percent of 
America’s gross domestic product. We must consider how other 
countries will react to U.S. tax reform, and how our efforts might affect 
the 50 bilateral tax treaties currently in effect with our trading partners. 

I am looking forward to the testimony of our distinguished panelists, who 
will help us understand these challenges. 


Thank you, Mr. Chairman. 
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Chairman ARCHER. We have outstanding witnesses to give us 
their views before the Committee today, and we will start off with 
Carol Dunahoo, international tax partner of Price Waterhouse. 

Let me say for the benefit of all the witnesses that the Commit- 
tee operates on the basis of requesting your oral testimony be lim- 
ited to 5 minutes and that any more lengthy written statement will 
be inserted in full in the record. We would appreciate your effort 
to cooperate on the 5-minute time presentation. 

Ms. Dunahoo. 

STATEMENT OF CAROL A. DUNAHOO, INTERNATIONAL TAX 

PARTNER, PRICE WATERHOUSE LLP; ON BEHALF OF 

INTERNATIONAL TAX POLICY FORUM 

Ms. Dunahoo. Good morning. I am a partner with Price 
Waterhouse’s Washington National Tax Service. However, I am 
testifying this morning on behalf of the International Tax Policy 
Forum, which is a diverse group of 26 U.S. -based multinationals, 
including manufacturing, service, energy, and financial service 
companies. 

The International Tax Policy Forum sponsors research and edu- 
cation on the U.S. taxation of income from cross-border invest- 
ments. A list of the member companies is appended to my written 
statement. 

We welcome the opportunity to testify today on the potential tax 
policy and competitiveness issues under the various tax reform pro- 
posals before the Committee. 

As Chairman Archer has noted, the markets for our companies 
have become increasingly global. Yet, our tax rules continue to dif- 
fer in significant respects from those of other major industrialized 
countries, such as France, Germany, and Japan. These differences 
can place U.S. companies at a serious disadvantage when compet- 
ing with their foreign-based counterparts. 

In addition, as the Chairman has noted, the existing U.S. rules 
for taxing in foreign-source income have been developed in a patch- 
work fashion dating back, for the most part, to the sixties. The re- 
sulting rules are among the most complicated in the world, and the 
cost of complying with those rules is a hidden tax on U.S. -based 
multinational companies. This is why the Forum believes it is so 
important to review the international tax provisions of U.S. law in 
connection with fundamental tax reform. 

This Committee is now considering several fundamental tax re- 
form proposals, including the unlimited savings allowance, or 
American tax proposal, sponsored by Senators Nunn and Domenici, 
a flat tax sponsored by House Majority Leader Armey, and the na- 
tional retail sales tax, sponsored by Representatives Schaefer and 
Tauzin. 

In addition, several other important fundamental tax reform pro- 
posals have been articulated during the past few years, including 
the subtraction method VAT, a value-added tax proposal, of Con- 
^essman Gibbons, which shares many of the features of the Amer- 
ican business tax. 

All of these proposals would eliminate the Federal income tax 
and replace it with a new consumption-based tax system. Each of 
the three recently introduced proposals would tax only U.S. oper- 
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ations. They would repeal most of the U.S. withholding taxes on in- 
come paid to foreign investors. U.S. businesses operating abroad 
would not be taxed on their foreign-source income, nor would divi- 
dends paid by the foreign subsidiaries back to the U.S. companies 
be subject to tax. 

Because foreign operations would be excluded from the U.S. tax 
base, our complex foreign tax credit rules and numerous regimes 
taxing the unrepatriated income of U.S.-controlled foreign corpora- 
tions would be eliminated. 

In attempting to simplify the current system dramatically and to 
enhance competitiveness, all of these proposals represent serious 
efforts to address some of the gravest shortcomings of the present 
tax system. However, each raises new international tax issues that 
have not yet been fully explored. 

One of the most si^ificant questions is how foreign governments 
would react to a decision by the United States to repeal its income 
tax system and replace it with a consumption-based tax system. On 
the one hand, some countries might respond negatively by termi- 
nating treaties with the United States in the belief that internal 
U.S. law would confer adequate tax relief unilaterally. This, of 
course, could seriously disadvantage U.S. firms, which would be- 
come subject to higher foreign tax rates in the absence of treaties. 

Foreign governments might also feel compelled to enact stricter 
pricing rules and other antiabuse measures, simply to protect their 
tax base. Indeed, the United States could become a preferred tax 
jurisdiction from the perspective of other countries if its income tax 
were eliminated and replaced with a system that exempts portfolio 
income. 

For this reason, it is possible that foreign governments might 
even consider nontax measimes, including capital controls, to stem 
the potential flow of capital into the United States. 

Alternatively, foreign governments might try to capture revenue 
foregone by the United States, so that both U.S. multinationals and 
foreign investors in the United States simply would end up paying 
more income taxes to other countries. 

On the other hand, it is quite possible other countries may sim- 
ply opt to leave their tax treaties with the United States in place 
and perhaps even lower their own taxes to attract continued U.S. 
investment. 

The reaction to the enactment by the United States of fundamen- 
tal tax reform could vary from country to country and is difficult 
to predict with any certainty. 

Another issue in evaluating the leading tax restructuring propos- 
als is the treatment of exports and imports. The national retail 
sales tax proposal and the USA tax both are “destination-based” 
taxes, meaning that imports are taxed and exports are exempt. 
Destination-based taxes are imposed on the consumption of goods 
and services within the United States. 

By contrast, the flat tax is an “origin-based” tax, which taxes ex- 
ports but not imports, and the tax base of an origin-based tax is 
domestic consumption plus net exports. 

Destination-based taxes offer several advantages over origin- 
based taxes, in particular greater administerability in the area of 
transfer pricing. In fact, multinationals would have an incentive to 
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shift profits into the United States under a destination-based con- 
sumption tax, which, of course, would be helpful to U.S. tax admin- 
istrators, but equally disconcerting to their foreign counterparts. 

Another potential issue is whether a move to a consumption- 
based tax system with border tax adjustments would pass muster 
under international trade rules. The answer to this question is not 
yet clear. It has been raised with respect to at least one proposal, 
the USA tax. 

International trade rules, of course, generally permit border ad- 
justments for indirect taxes, but bar such adjustments for direct 
taxes. The issue is that although the USA business tax is similar 
to a VAT, it is drafted as a direct tax and could, therefore, be chal- 
lenged. It also provides a credit for payroll taxes, which is atypical 
of foreign VAT systems and might be viewed as violating GATT re- 
quirements. However, the answer to this question is not clear. 

Finally, each of the major tax reform proposals could have a 
major impact on USA research and development, technology, and 
exports. I will leave this issue to other members of the panel to 
comment on. 

If no immediate consensus can be reached on a more ambitious 
reform, changes to our current international tax regime should be 
seriously considered. At a minimum, any reform in this area should 
address the foreign tax credit rules, the antideferral rules, and the 
alternative minimum tax as applied to the foreign tax credit, and 
it should be undertaken in a comprehensive fashion. 

The International Tax Policy Forum recommends that any 
changes to the current system be carefully considered for their po- 
tential international consequences before adoption. While each of 
the leading restructuring proposals offer some advantages over the 
current system, each also involves an element of risk. 

The International Tax Policy Forum looks forward to working 
with the Committee as it explores these issues and applauds the 
Committee’s leadership on these difficult matters. 

Thank you. 

[The prepared statement follows;] 
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STATEMENT OF CAROL A. DUNAHOO 
INTERNATIONAL TAX PARTNER 
PRICE WATERHOUSE LLP 

ON BEHALF OF INTERNATIONAL TAX POLICY FORUM 

T. Introduction 

I am Carol A. Dunahoo, a partner with Price Waterhouse's Washington National Tax Service, 
and I am testifying today on behalf of the International Tax Policy Forum. Founded in 1992, the 
International Tax Policy Forum is a diverse group of U.S.-based multinationals, including 
manufacturing, service, energy, and financial service companies. The Forum sponsors research 
and education regarding the U.S. taxation of income from cross-border investments. John M. 
Samuels, Vice President and Senior Counsel for Tax Policy and Planning of General Electric, is 
chairman of the Forum. Price Waterhouse's Washington National Tax Service acts as consultant 
to the Forum. A list of member companies is attached as Appendix A of this testimony. 

The Forum welcomes the opportunity to testify today on the potential tax policy and 
competitiveness issues that arise under the various fundamental tax restructuring proposals being 
considered by the Committee. The companies that make up the ITPF are committed to 
developing a system for taxing U.S. companies that promotes the international competitiveness 
of the United Slates. Increasingly, the markets for our companies have become global, and our 
competitors are foreign-based companies operating under tax rules that are much more favorable 
than our own. 

The existing tax law, as the Committee well knows, has been developed in a patchwork fashion 
over many years. In many instances, current law creates barriers that harm the competitiveness 
of U.S. companies. These rules also are horribly complex for U.S. companies and the Internal 
Re'cnue Service. Tltar is why the Forum believes it is so important to the Committee to review 
the foreign tax rules in the context of fundamental tax reform. 


II. loteroational trade and investment in the U.S. economy 

The ability of U.S. businesses and workers to compete in an increasingly integrated world 
economy has become an issue of vital importance in recent years. The value of international 
trade (imports plus exports) as a percentage of OOP has more than doubled — from 7 percent in 
the 1960s to 17 percent during the first half of the 1990s. The share ofU.S. corporate earnings 
anributable to foreign operations similarly has jumped — from 6 percent to 16 percent over the 
same period. Despite the net debtor status of the United States, direct investment by U.S. 
companies abroad continues to exceed foreign direct investment in the United States - by $180 
billion in 1994. 

In 1995, U.S. exports of goods and services totaled $805 billion, or 1 1.1 percent of the nation's 
gross domestic product.* U.S. multinationals play a critical role in encouraging exports. In 
1993, 58 percent of the $465 billion of U.S. merchandise exports were associated with U.S. 
multinational corporations: they shipped $1 10 billion of exports to their foreign affiliates and 
another $139 billion directly lo unaffiliaied foreign buyers.^ 


III. Important differences between U.S. and foreign taxation of income from 
international operations 

U.S. international lax rules differ in a number of respects from those of other major indusunalized 
countries such as France, Germany, and Japan. These differences can place U.S. multinational 


' U.S. Department of Commerce. "Survey of Current Business,” April 1996. 

^ U.S. Department of Commerce. “U.S. Multinational Companies: Operations in 1993," 
June 1995, p. 39. 
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corporations at a serious disadvantage when competing with their foreign-based counterparts. 

The following are some of the more important differences;^ 

• The United States taxes the worldwide income of U.S. businesses and U.S. citizens. 

Many other countries exempt foreign source business income either by statute (e.g., 
France) or by treaty (e g. , Germany). 

• The U.S. foreign lax credit system requires complex calculations of separate limitations 
for different categories of income. The systems of other countries are frequently simpler 
or offer benefits to their multinational corporations that the U.S. system denies to U.S. 
companies seeking to compete globally. 

• Most countries' anii-defenal regimes do not tax active business income but instead are 
limited to passive types of income. In contrast, the United Slates imposes current U.S. 
tax on several types of active business income as well as on passive income, to the 
detriment of its companies seeking to compete with their foreign counterparts. 

• Unlike other major industrial countries, the United States treats a loan from a foreign 
subsidiary to its domestic parent as a deemed dividend, potentially triggering current U.S. 
tax on foreign income. Current U.S. law also deviates from that of other countries by 
treating as deemed dividends certain transactions entered into in the ordinary course of 
business by financial intermediaries and other companies. 

• The United States has more detailed and complex rules for allocating and apportioning 
expenses between domestic and foreign source income than does any other major 
industrialized country. These rules often conflict with provisions adopted by other 
countries, giving rise to (he risk of double taxation. 

• Unlike other countries, the United States imposes an alternative minimum tax that can 
result in U.S. tax being imposed on foreign income that has borne foreign income tax in 
excess of the U.S. rate. 

The U.S. rules for taxing foreign source income arc among the most complicated in the world. 
The cost of complying with these rules represents a hidden tax on U.S. -based multinational 
companies. Recent research has confirmed that the international provisions of the U.S. tax code 
impose disproponionately high compliance burdens - both relative to U.S. tax rules for domestic 
income and relative to foreign countries’ taxation of international income.^ For example, one 
survey of firms in the IRS's large-case audit program found that compliance costs amounted to 
$1.5 million for a typical large-case business. The survey found that nearly 40 percent of total 
federal lax compliance costs was attributable to foreign source income. This is 
disproportionately large compared to the average fraction of assets (21.1 percent), sales (24. 1 
percent), and employment (17.7 percent) abroad.’ 

Our foreign-based competitors enjoyed a much different situation, according to a survey 
conducted for the European Community's Ruding Committee.* That survey of 965 European 
finns foimd no evidence that compliance costs were higher for foreign source income than for 


’ From Financial Executives Research Foundation, Taxation of U.S. Corporations Doing 
Business Abroad: U.S. Rules and Competitiveness Issues, 1996, Ch. 9. 

* See Marsha Blumenthal and Joel B. Slemrod, "The Compliance Cost of Taxing 
Foreign-Source Income: Its Magnitude, Determinants, and Policy Implications," in National Tax 
Policy in an International Economy: Summary of Conference Papers, (Inlemaiionai Tax Policy 
Forum: Washington, D.C., 1994). 

’ Id. 

* Id. 
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domestic source income. Thus, while U.S.-based Hnns are subject to disproportionately high 
compliance costs when they attempt to compete abroad, European-based competitors are free 
from similar obstacles. 

The cumulative effect of the U.S. tax code's more restrictive provisions and higher compliance 
costs is to subject U.S. multinationals to higher effective tax burdens on their cross-border 
investments than their foreign competitors must bear on similar investments and operations. A 
number of recent studies have quantified the importance of these factors.^ 


IV. Fundamental tax reform: Key international issues 

Among the recently introduced proposals before the Committee are several fundamental tax 
reform proposals - the Unlimited Savings Allowance (USA) Tax, sponsored by Sens. Sam Nurm 
(D-GA) and Pete V. Doraenici (R-NM); the Flat Tax, sponsored by House Majority Leader Dick 
Armey (R-TX); and the National Retail Sales Tax, sponsored by Reps. Dan Schaefer (R-CO) and 
Billy Tauzin (R-LA). In addition, several other important fundamental tax reform proposals 
have been articulated in recent years, including the subtr^tion-method value-added tax (VAT) 
proposal of Ways and Means Committee ranking Democrat Sam Gibbons (D-FL).* 

All of these proposals would eliminate the federal income tax and replace it with a new 
consumption-based tax system. Each of the three recently introduced proposals would tax only 
U.S. operations. These bills would repeal most U.S. withholding taxes on income paid to foreign 
investors. U.S. businesses operating abroad would not be taxed on their foreign source income, 
nor would dividends paid by foreign subsidiaries back to their U.S. parents be subject to U.S. tax. 
Because these systems generally exclude foreign operations from the U.S. tax base, they would 
eliminate the foreign tax credit rules and the complex series of rules taxing certain unrepatriated 
income of U.S. -controlled foreign corporations. 

By attempting to dramatically simplify the current system and to enhance competitiveness, all of 
these proposals represent serious efforts to address some of the gravest shortcomings of the 
present tax system. The degree of interest and time devoted to these proposals shows an 
awareness of some of the current system’s most serious defects, which exact a heavy toll on the 
ability of U.S. firms to compete abroad. 

Each of the major fundamental reform proposals also raises certain new issues in the 
international context that have not yet been fully explored. Important international issues to be 
examined include: 


A. Reactions of other countries 

It is not clear how foreign governments would react to a decision by the United Stales to repeal 
its income tax system and replace it with a consumption-based tax system. They might respond 
negatively -- by adopting new anti-abuse rules or terminating existing tax treaties with the United 
Stales “ or simply opt to leave their treaties with the United States in place, and perhaps even 
lower their own taxes, to attract continued U.S. investment. 

One of the features that may concern our trading partners about the pending consumption tax 
proposals is their proposed elimination of taxes on virtually all savings and investment — 
including income from the portfolio investments of foreign residents. As some commenlators 


’ See Financial Executives Research Foundation. Taxation of U.S. Corporations Doing 
Business Abroad: U.S. Rules and Competitiveness Issues, 1996, Ch. 10. 

* For purposes of our discussion. Rep. Gibbons' subtraction-method VAT shares many of 
the same features as the USA Business Tax. 
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have observed, all of the proposals would exacerbate the difficulty many countries already have 
in taxing the foreign source portfolio income of their residents This problem would be made 
worse if the United States decided unilaterally to forego withholding tax on portfolio interest and 
dividends, royalties, and other types of portfolio income. Indeed, eliminating the income tax 
system and replacing it with a system that exempts portfolio income could well turn the United 
States into a tax haven of sorts from the perspective of other countries. 

In addition, while the pending proposals could actually alleviate U.S. concerns regarding transfer 
pricing practices and earnings stripping, they likely would exacerbate foreign concerns about 
these same issues. This is because none of the leading replacement tax proposals would tax 
income, so both U.S. and foreign multinationals would have a strong incentive to shift otherwise 
taxable profits into the United Stales.'® 

In response to these concerns, foreign governments might either pursue an approach similar to 
that of the United States -- that is, lower their taxes on savings and investment as well - or 
attempt to capture the revenue foregone by the United States." This latter option could involve 
taxing their resident multinationals on worldwide profits, including U.S. source profits.'^ In 
addition, foreign governments could impose new anti-abuse rules; for example, they might enact 
eamings-stripping rules limiting the deduction of interest paid to U.S. affiliates. Foreign 
governments also might deny a foreign lax credit for U.S. taxes under a new consumption lax 
system. 

If foreign governments were to adopt such tax measures, foreign investors in the United States 
could end up paying more income taxes to their home country in lieu of paying income tax in the 
United States. Foreign governments also might consider non-tax measures, including capital 
controls, to stem the potential flow of capital int<^ the United Slates. 


5 Risk.'; io the U.S. tax treaty nenvoi 

If the United Slates were to replace its current mcome tax system with one of the leading 
consumption-based tax reform proposals, it is not clear how the U.S. tax treaty network would be 
affected. The United Slates now has bilateral income tax treaties with nearly 50 countries. The 
treaties provide numerous benefits to investors. Including reduced withholding tax rates on 
income flows between the United States and the treaty partner. 

Under the USA Tax, the Flat Tax, and the National Retail Sales Tax, U.S. withholding taxes on 
income of foreign corporate investors would be repealed. Therefore, the reduced withholding tax 
rates under the treaties no longer would confer a special benefit to foreign treaty partners. As a 
result, U.S. tax treaty partners — all of which have some form of income tax system - may view 
themselves as providing benefits to U.S. investors, while their own investors receive few benefits 
from the United States under these income tax treaties. Accordingly, treaty partners may believe 
they have little to gain by continuing their existing lax treaty relationships with the United States 
or by reducing cross-border withholding tax rates in future treaty negotiations. 


’ See Reuven S. Avi-Yonah, "The International Implications of Tax Reform," Tax Notes, 
November 1 3, 1995, at 91 3. 922. 

Harry Gruberl and T. Scott Newlon, "The Internationa] Implications of Consumption 
Tax Proposals," National Tax Journal 48 No. 4, December 1995, at 619; and Reuven Avi- 
Yonah, "Comment on Gruberl and Newlon," National Tax Journal 49 No. 2, June 1 996, at 259, 
262. 


Avi-Yonah, supra note 10, at 262. 


Id. 
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On the other hand, it is possible many treaty partners may wish to maintain their treaties with the 
United States to preserve certain other benefits provided under the agreements. In addition to 
lowering withholding rates, tax treaties also include guidance on a number of important issues, 
such as rules for determining each country's jurisdiction to tax multinational business income, as 
well as on numerous industry-specific questions. In addition, treaty partners might decide to 
maintain a treaty relationship with the United States because imposing the higher statutory 
withholding rates on U.S. investors would make foreign jurisdictions less attractive as locations 
for U.S. investment. 


C. Trade issues: Transfer pricing and the "origin" and "destination" principles 

The leading tax restructuring proposals differ in their treatment of exports and imports. The 
National Retail Sales Tax proposal and the USA Tax both are "destination-based" taxes. Under 
the destination principle, imports are ta.xed and exports are exempt. Destination-based taxes are 
based on consumption of goods and services within the United States. By contrast, the Flat Tax 
is an "origin-based" tax. Under the origin principle, exports are taxed and imports are not. The 
tax base of origin-based taxes is domestic consumption plus net exports. 

Some observers believe destination-based taxes, such as the National Retail Sales Tax and the 
USA Tax, promote exports and discourage imports. Despite the intuitive appeal of this idea, 
economists generally believe that destination-based taxes offer no long-term export incentives.'^ 
In any event, destination-based taxes do offer other advantages over origin-based taxes. 

Foremost among those advantages is greater administrability — particularly in the area of transfer 
pricing. 

Under a destination-based tax, transfer pnccs no longer would be relevant to determining U.S. 
lax liability because a company's tax base would be equal to its domestic sales less its domestic 
purchases. Because export sales - and presumably also royalty receipts from abroad - would be 
exempt, and imports - including royalty payments to foreign parties - would be non-deductible, 
the prices set for such transactions would not affect the U.S. lax ba.se. Accordingly, there no 
longer would be any opportunity to use transfer prices to reduce U.S. taxes. Rather, 
multinationals actually would have an incentive to shift profits out of other countries that impose 
income taxes and into the United States.'* 

By contrast, under an origin-based tax, such as the Flat Tax, transfer pricing would continue to 
be a concern from a U.S. perspective, because export sales would continue to be taxable and 
imports would be deductible. The elimination of transfer pricing concerns under a destination- 
based consumption tax makes a su-ong case for using a destination basis should Congress choose 
to adopt a consumption-based lax system. 

Destination-based taxes hold another potential advantage over origin-based taxes: Experience 
has shown destination-based taxes (such as the VAT) are more easily harmonized among nations 
than are origin-based taxes (such as the income lax). Despite the efforts of the Ruding 
Commission, the European Union has, for example, had much greater success in harmonizing the 
VATs of member countries than the income taxes. 


Grubert and Newlon, jMpro note 10 at 628. See also Gene M. Grossman, "Border Tax 
Adjustments: Do They Distort Trade?" Journalof International Economics 1980, 

1 17-128; Avinash Dixit, "Tax Policy in Open Economies," from Handbook of Public 
Economics, eds. Alan Auerbach and Martin Feldstcin, Amsterdam: North-Holland, 1985; Martin 
Feldstein and Paul Krugman, "International Effects of Value-Added Taxation," from Taxation in 
the Global Economy, ed. by Assaf Razin and Joel Slemrod, Chicago: University of Chicago 
Press, 1990, 263-278, 


Grubert and Newlon, supra note 10 at 637; Avi-Yonah, supra note 9 at 917. 
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It is important to note that all of the major consumption-based tax alternatives would eliminate 
certain export incentives provided under our cuireni income tax system. Repeal of the foreign 
sales corporation (FSC) and export source rules could have a major impact on companies that 
manufacture in the United States for export to foreign markets. To ensure that such a major 
policy shift is not made inadvertently, any examination of consumption-based tax alternatives 
should consider collateral effects of this sort very carefully. 


D. Legality under international trade rules 

Another issue is whether a move to a consumption-based tax system with "border tax 
adjustments" would pass muster under international trade rules. This question already has been 
raised with respect to at least one fundamental tax reform proposal — the USA Tax. International 
trade rules generally permit border adjustments for indirect taxes, such as value-added taxes, but 
they bar such adjustments under direct taxes, such as income taxes. 

Although the USA Business Tax is similar to a value-added tax, it is draRed as a direct tax and 
therefore might be challenged under trade rules. Another feature of the USA Tax that might 
cause concerns is the credit it provides for payroll taxes — a feature not present in foreign VAT 
systems. It is possible that a payroll tax credit could be viewed as inconsistent with GATT 
requirements. 


E. R&D and technology issues 

The leading proposals to restructure the U S. tax system could have a significant impact on 
decisions relating to the development and use of technology. All three leading tax reform 
proposals - the USA Tax. the Flat Tax. and the National Retail Sales Tax - would represent a 
major break from the current law treatment of R&D. None of the three proposals would retain 
(he R&D tax credit and none would provide any incentive for performing R&D activities.'* 

Moreover, the Flat Tax could increase the tax burden on R&D substantially. Under the Flat Tax, 
foreign source royalties would be treated as payments for the export of intangible property and, 
therefore, would be subject to tax. Because the Flat Tax, like other major reform proposals, 
eliminates the opportunity to credit or deduct foreign taxes on royalties, foreign source royalties 
could end up bearing a sharply higher tax burden. As a result, a wide range of intangible 
licensing arrangements - including royalties for the use of U.S.-developed technology — would 
be subject to higher tax burdens under the Flat Tax. In comparison, foreign source royalties 
generally would be exempt under the USA Tax and National Retail Sales Tax. 

These and other effects of the various proposals on R&D expenditures should be weighed 
carefully to ensure that one of the main goals of tax restructuring advocates - increasing the 
national rate of economic growth — is not undermined by inadvertently causing a decline in R&D 
spending in the United States.'’ 


See Victoria Summers, "The Border Adjustability of Consumption Taxes, Existing and 
Proposed," in Tax Notes International, June 3. 1996, at 1793, 1800. Summers's article cites a 
letter from the Assistant Secretary for Tax Policy, U.S, Department of the Treasury, to Senator 
Sam Nunn (D-GA), February 1 995. 

Section 1 74 of the Interna! Revenue Code, enacted in 1 954, provides a deduction for 
qualified research and experimentation (R&E) expenditures. Since 1981, section 41 of the Code 
also has provided a 20-percent tax credit for certain qualified research expenditures; this credit 
expired June 30, 1995, but pending legislation would restore it. 

” See “Unleashing America’s Potential: A Pro-Growth, Pro-Family Tax System for the 
21st Century,” The National Commission on Economic Growth and Tax Reform, January 1996. 
According to the report, "attention must be given to the proper tax treatment of foreign source 
license fees, royalties, and other intangibles so as not to discourage research and development in 
the United States." 
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V. Incremental reform of (he income tax system 

Many proponents of fundamental tax reform would like to replace the current tax system entirely 
with a consumption-based tax. However, if no immediate consensus can be reached on a more 
ambitious reform, incremental changes to the existing income tax system should be adopted to 
alleviate the ills of that system in the interim. Reforms to the current system could help address 
numerous areas of complexity in the international provisions of the tax code. 

At a minimum, any incremental reform effort should address the following issues; 


A. Foreign tax credit 

The United States taxes its citizens, residents, and domestic corporations on a worldwide basis 
and seeks to alleviate international double taxation through the foreign tax credit. The foreign 
tax credit, however, is subject to significant limitations. While foreign rules will determine the 
amount of foreign tax imposed (subject to U.S. currency translation rules), foreign source income 
must be redetermined under U.S. rules for purposes of the foreign tax credit. The differences 
between the U.S. and foreign definitions of taxable income -- particularly the rules on the 
sourcing of income and the allocation of deductions — create complexity and increase the risk of 
double taxation. Other countries with foreign tax credit systems frequently seek to promote 
harmony, minimize complexity, and avoid double taxation by using the foreign jurisdiction’s 
defmilion of taxable income for foreign tax credit purposes. 

In addition, the U.S. rules impose numerous limitations on the availability of foreign tax credits, 
which bring their own complexities and further erode the effectiveness of the foreign tax credit 
mechanism in reducing double taxation. For example, separate limitations apply to eight special 
categories (or "baskets") of income. In addition, U.S. taxpayers that own interests of between 1 0 
and 50 percent in foreign companies must compute a separate foreign tax credit limitation for 
each such company. These separate limitations generally are intended to prevent foreign taxes 
on one type of income from offsetting U.S. taxes on other types of foreign income. As a result, 
however, companies often are prevented from utilizing their foreign tax credits fully, increasing 
the likelihood of international double taxation. Moreover, these separate limitations impose 
substantial administrative complexity on U.S. firms attempting to calculate the amount of foreign 
tax credit to which they are entitled. Measures to simplify and streamline the foreign tax credit 
rules could greatly reduce the compliance burdens faced by U.S. businesses competing abroad. 


B. Anti-deferral rules 

The United States generally does not tax U.S. shareholders on foreign source income earned 
through a foreign corporation until such income is repatriated to the United States, just as it does 
not tax individual U.S. taxpayers on the earnings of corporations in which they own slock until 
dividends are declared and paid. This deferral is intended to permit U.S. taxpayers to compete 
internationally by reinvesting their foreign earnings without subjecting such earnings to current 
U.S. income taxation. 

The United States, however, has adopted significant anti-deferral regimes that generally tax U.S. 
shareholders currently on certain types of undistributed foreign income, as if such income were 
repatriated. Although other developed countries also limit the extent to which their taxpayers 
may defer lax on certain income earned by affiliated foreign corporations, the U.S. rules are 
considerably more far-reaching and complex. 

For example, the anti-deferral regimes of other developed countries generally eliminate deferral 
only for passive income. In contrast, the U.S. anti-deferral regimes also eliminate deferral for 
many types of active trade or business income, including financial services income, refining 
income, inlemalional shipping and aircraft income, and certain other types of income. One 
important example is the fact that, since 1987, the United States generally has denied deferral for 
income from active foreign business operations of U.S. banks, insurance companies, and other 
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financial intermediaries. This denial ofdefeiral has hamstmng these key sectors of the U S. 
economy as they seek to compete effectively with their foreign-based counterparts. Similarly, 
under section 956A as added to the U.S. tax code in 1993, deferral is now limited for CFCs with 
"excess" amounts of passive assets. The United States is the only major country that imposes 
such limitations on its taxpayers operating abroad. 

LInlikc other developed countries, which generally have only one anti-deferral regime, the United 
Slates has six anti-deferral regimes. These regimes, enacted piecemeal over the last half-century, 
reflect a series of responses to perceived shortcomings in the deferral rules existing at the time of 
enactment. The aggregate result is a ’’patchwork" system that requires current taxation of certain 
t} pes of income by reference to different factors and criteria (or imposes an interest charge on 
certain actual or deemed dispositions). The multiplicity and complexity of these anti-deferral 
regimes imposes significant compliance costs for U.S. taxpayers and heavy administrative 
burdens for U.S. tax administrators. 


C. Alternative minimum tax 

The stated purpose of the alternative minimum tax (AMT) is "to ensure that no taxpayer with 
substantial economic income can avoid significant tax liability by using exclusions, deductions 
and credits."'* This purpose is accomplished by imposing an AMT to the extent that AMT 
liability exceeds regular tax liability. 

Under regular income tax ailes. a U.S. taxpayer may have a foreign tax credit equal to 100 
percent of its U.S. lax liability on foreign source income. This result acknowledges that the 
taxpayer already has paid tax to the jurisdiction where the income was derived at a rate equal to 
or greater than the rate of tax that the United States would impose on that income. 

For taxpayers subject to the AMT, however, the foreign tax credit may offset no more than 90 
percent of a taxpayer's AMT liability. Not only does this limitation on the foreign tax credit lack 
any clear tax policy rationale, it also appears inconsistent with certain U.S. treaty obligations. 


D Time for a more comprehensive approach? 

If an effort at incremental income tax reform is to succeed where others liave failed, however, 
policy makers will have to think more comprehensively about such issues. They will need to 
consider not only specific amendments that have been proposed to current U.S. income tax rules, 
but also more far-reaching reforms that have not yet received serious consideration in the United 
States. 

For example, in response to complaints about the anti-deferral rules of current U.S. law, policy 
makers should give serious thought to consolidating the existing regimes and modifying their 
scope to achieve greater consistency with the anti-deferral rules imposed by our major trading 
partners. However, even with such changes, the U.S. anxi-deferxal rules would still be far more 
complex and burdensome than those of many other countries, which apply a much simpler 
effective foreign tax rate lest or impose current tax only on active business income from specified 
low-lax countries. Such alternatives may not ultimately prove preferable to the basic U.S. 
approach of imposing a current tax only on specified types of income, but they should be given 
serious consideration in any fundamental reform process.” 

As another example, it has become increasingly clear since our current foreign tax credit system 
was adopted in 1 986 that it imposes unacceptable compliance and enforcement burdens on 
taxpayers and tax authorities alike. Large companies must devote substantial resources each year 


'* S. Rep. No. 99-313, 99lh Congress, 2d Sess. 518-519 (1986). 

See U.S. Department of Treasury, International Tax Reform: An Interim Report, 
January 1993. 
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to obtain and process from sources all over the world the information that is needed for the 
foreign tax credit computation. It has become impossible for U.S. multinationals to perform the 
actual computations without the aid of sophisticated computer software, and it is impossible for 
the Internal Revenue Service to audit those computations without relying on such software, 

These tasks certainly would be simplified by proposals to reduce the number of foreign lax credit 
“baskets” required by current law. However, perhaps it is time to consider replacing the basket 
approach entirely with some simpler foreign lax credit system, or perhaps even with a territorial 
income tax system (described below). 


VI. Territorial iDcome taxation 

Another option would be to retain an income tax system but move from worldwide taxation to a 
territorial tax system for taxing foreign income. A "territorial” or "exemption" tax system is used 
in some form, either by statute or by treaty, by more than a dozen major industrialized countries, 
including the Netherlands, France, Germany, and Canada. Rather than merely deferring tax until 
foreign-source income is repatriated, countries with territorial income lax systems exempt the 
active business income earned abroad by their multinationals. Multinationals based in such 
countries, therefore, pay only the local lax imposed in countries in which they do business. 

A move to a territorial income tax system could promote the competitiveness of U.S. 
multinationals by exempting foreign source dividends and branch income. This could help 
ensure that foreign subsidiaries do not pay more tax in the aggregate on corporate income than do 
their foreign-based competitors in foreign markets. 

However, it is not clear that a move to a territorial income tax system would greatly simplify 
current law for all taxpayers. Because passive investment income presumably would be taxed, 
look-through, anli-defenal, and foreign tax credit rules generally would remain necessary for 
passive foreign income. Moreover, source rules and rules regarding allocation and 
apportionment of expenses would be needed to limit the territorial exemption to active foreign 
income. 

Transfer pricing issues would be at least as important under a territorial income tax system as 
they are today. Finally, it is important to note that a territorial income tax could actually increase 
U.S. tax on foreign-source royalties and export income as compared to current U.S. law. Under a 
territorial system, excess foreign tax credits on dividends no longer would be available to reduce 
U.S. lax on foreign source royalties and export income. 


Vfl. Conclusion 

While the international tax impact of the various fundamental lax reform proposals thus far has 
not received the same attention as have the domestic aspects of these proposals, they could have 
profound effects on the ability of U.S. companies and U.S. workers to compete in the global 
marketplace. Lawmakers must be careful to give full consideration to these international issues 
as they weigh replacement tax alternatives. 

A switch to a consumption-based lax system could provoke undesirable reaciions from our 
trading partners. A unilateral move to a consumption tax system could prompt trading partners 
to impose anti-abuse rules and other measures aimed at capturing the taxes foregone by the 
United States. Our trading partners may feel compelled to take these steps to prevent taxpayers 
from shifting profits into the United States and, thereby, eroding their tax bases. In addition, our 
lax treaty partners may consider terminating tax treaties because those agreements no longer 
would confer significant benefits from the United Slates. This could result in serious hardships 
for U.S. firms, which in the absence of the treaties would become subject to higher foreign 
withholding tax rates. Both of these possibilities — the expansion of foreign taxing jurisdiction 
and the abrogation of lax treaties - should cause policy makers to think carefully before 
undertaking any radical overhaul of the current tax system. 
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In addition, each of the leading fundamental tax reform proposals could increase tax burdens on 
U.S. technology and U.S. exports, with potentially hannful effects to the economy. 

If a consumption tax is adopted, a destination-basis system, such as the USA Tax or the National 
Retail Sales Tax, would have some advantages over an origin-basis system (such as the Flat tax) 
- namely the elimination of transfer pricing disputes from the U.S. perspective and consistent tax 
treatment for exports of goods and intangible property. 

Incremental reforms also may offer a possible alternative to the various fundamental tax reform 
proposals. Such incremental reforms could go a long way toward addressing many of the more 
serious tax barriers to improved competitiveness, particularly if policy makers take this 
opportunity to rethink some of the basic assumptions of the current U.S. income tax system. 

A territorial income tax system is another alternative worthy of serious consideration if a 
consumption-based lax system is not adopted. However, it is not yet clear whether a move to 
such a system would be an improvement. While a territorial income tax system would appear 
helpful in theory to multinational business, it may not be a panacea. In practice, this approach 
could result in stiffer taxes on foreign source royalties and exports, while retaining existing 
compliance burdens for foreign source passive income. 

Tlie International Tax Policy Forum recommends that any changes to the current system be 
carefully considered for their potential international consequences before adoption. While each 
of the leading restructuring proposals offers some advantages over the current system, each also 
involves an element of risk. The International Tax Policy Forum looks forward to working with 
this Committee as it examines these issues. 


Appendix A. ITPF Member Companies 

American Express Company 
AT&T 

Caterpillar. Inc. 

CIGNA Corporation 
Citicorp 

Dow Chemical Company 
Eastman Kodak Company 
Emerson Electric Co. 

Exxon Corporation 
F ord Motor Company 
General Electric Co. 

General Motors Corporation 
Goodyear Tire dc Rubber Company 
Hewlett-Packard Company 
Honeywell. Inc. 

IBM Corporation 
nr Industries, Inc. 

Johnson <& Johnson 
Levi Strauss & Co. 

Merrill Lynch 

Morgan Stanley Group, Inc. 

Philip Morris Companies. Inc. 

Premark International, Inc. 

Tenneco. Inc. 

Tupperware Corporation 
United Technologies Corporation 
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Chairman Abcher. Thank you, Ms. Dunahoo. 

I should have mentioned earlier that the Committee would ap- 
preciate each witness identifying himself or herself for the record 
prior to testifying. Ms. Dunahoo, you did that. 

Thank you very much. 

Our next witness is Kevin Conway. 

STATEMENT OF KEVIN G. CONWAY, CHAIRMAN, COMMITTEE 

ON TAXATION, FINANCIAL EXECUTIVES INSTITUTE; AND 

VICE PRESIDENT, TAXES, UNITED TECHNOLOGIES CORP., 

HARTFORD, CONNECTICUT 

Mr. Conway. Thank you, Mr. Chairman. 

Mr. Chairman and Members of the Committee, my name is 
Kevin Conway. I am the vice president of taxes at UTC, United 
Technologies Corp., in Hartford, Connecticut. 

I am here today as the chairman of the tax committee of FEI, 
the Financial Executives Institute. FEI is a leading trade associa- 
tion whose membership includes 14,000 senior financial officers of 
8,000 U.S. member companies. 

The international issues relating to fundamental tax reform are 
a vital issue to FEI and its membership, and I am pleased to sub- 
mit for the record a written statement which we have prepared, 
which we think describes many of the issues that need to be con- 
sidered. 

The key point I wanted to emphasize for the Committee this 
morning is that under the current system, U.S. multinational cor- 
porations are at a serious competitive disadvantage in competing 
in the global marketplace, and the main reason for this disadvan- 
tage is that a U.S. multinational’s profits are subject to two levels 
of taxation. 

When UTC operates outside the United States, and we operate 
in all but six countries of the world, our profits are subject, first, 
to a local income tax. After we pay the local income tax, there is 
a second tax, the U.S. tax, and the issue we have to deal with is 
our competitors are either subject to territorial taxes; that is, they 
only pay one tax where they operate locally, and their home juris- 
diction doesn’t subject them to a second level of tax; and the rest 
of our competitors have a worldwide system like the United States, 
but they don’t tax their international profits to the extent or degree 
that the U.S. system does. 

This was recognized long ago, and under our worldwide system 
of taxation, the adverse impact of double taxation was mitigated by 
two key tax policies. One was the foreign tax credit system and the 
other was the deferral system. Deferral and foreign tax credits are 
not corporate benefits and they are not corporate welfare. They are 
international tax policy mechanisms designed to avoid the signifi- 
cant adverse impact if $100 of international profits were taxed, say, 
to a 35-percent rate offshore and a second time at a 35-percent rate 
in the United States. We would be totally noncompetitive under 
that type of a system. 

So we enacted the foreign tax credit system and the deferral sys- 
tem to mitigate the adverse tax consequences and level the 
pla)dngfield for U.S. multinationals. 
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What has happened, Mr. Chairman, as you have pointed out, is 
that over the past decade, there have been a series of essentially 
exceptions to deferral and to the foreign tax credit system, so that 
we have undercut the important protection policies that those rules 
were designed to produce, and we increasingly find ourselves today 
in a situation of being subject to double taxation. 

We are not merely talking about having to file additional tax 
forms and tax returns. We are talking about our ability to compete 
abroad. A foreign tax credit mechanism was essentially designed to 
ensure that if we earned foreign income offshore, if we paid a tax 
at the U.S. rate, we would get a credit up to that rate. 

The overall system was critical and key to that. We could aver- 
age the taxes from high and low tax jurisdictions. So, if we paid 
tax at a 50-percent rate in one jurisdiction and a 20-percent rate 
in another jurisdiction, we are going to get an average overall rate 
of 35 percent. 

Since 1986, there have been a series of changes which have dra- 
matically impacted our ability to average foreign tax credits. The 
most famous example, the most well known, is the 10-50 basket 
rule. Essentially, what this means is when UTC acquires an owner- 
ship interest in a foreign corporate joint venture that is less than 
50 percent but greater than 10, we have to do a separate foreign 
tax credit calculation for that entity. 

The practical impact of that is not merely that we have to file 
a separate tax return and do a separate computation. It is a real 
inhibition on our ability to compete against other companies from 
other countries who aren’t subject to those rules. 

So, when we are trying to expand in a market and make acquisi- 
tions, very often we have to do that. One of our companies, for ex- 
ample, the Otis Elevator Co., is in the elevator service business, 
and 80 percent of the elevators are located outside of the United 
States. So, if you want to be in the elevator service business, 80 
percent of the market is outside of the United States. You are 
going to have to do business offshore. 

When we go into a foreign jurisdiction and try to increase our 
market share through an acquisition, when we are looking at an 
acquisition, we are subject to this 10-50 basket rule. I can tell you 
that our competitors, the Schindler Co. from Germany, they don’t 
have to worry about the 10-50 basket rule. So it is not merely a 
question of increased taxes, or an increased compliance burden, but 
it is directly affecting our ability to expand in international mar- 
kets. 

The policy of deferral is key to our ability to expand because we 
use the profits from non-U. S. operations to invest in expansion out- 
side the United States. 

After 1993, if we accumulate more than 25 percent of total assets 
in cash, it is deemed to have been repatriated and we are subject 
to U.S. tax. We want to use foreign cash for foreign acquisitions. 
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We have a lot of expenses in the United States. UTC spends $1 
billion a year on R&D, and over $700 million of that is in the Unit- 
ed States. We want to fund that with U.S. cash and not have to 
use U.S. cash on foreign acquisitions. 

The net effect is that, I would say, we either have to adopt the 
territorial approach that is set forth in the consumption tax propos- 
als or go back to a de facto territorial approach by reinvigorating 
the foreign tax credit rules and the deferral rules, so they can per- 
form as they were designed to. 

Thank you very much, Mr. Chairman. 

[The prepared statement follows:] 
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STATEMENT OF KEVIN G. CONWAY, CHAIRMAN 
COMMITTEE ON TAXATION 
FINANCIAL EXECUTIVES INSTITUTE 
AND VICE PRESIDENT, TAXES 
UNITED TECHOLOGIES CORP. 

MR. CHAIRMAN AND MEMBERS OF THE COMMITTEE: 

The FEI Committee on Taxation is pleased to present its views on the impact of 
fundamental tax reform on the international competitiveness of U.S businesses and 
workers, including the effect of fundamental tax reform on imports and exports. 

FEI is a professional association comprising 14,000 senior financial executives from over 
8,000 major companies throughout the United States. The Tax Committee represents the 
views of chief tax officers from over 30 of the nation's largest corporations. 

Due to the myriad of complexities found in the international tax area of our current income 
tax system, FEI has consistently supported various foreign tax simplification proposals that 
have been introduced in Congress over the last few years. Some leaders in the Executive 
and Legislative branches have suggested that the current Internal Revenue Code ("Code") 
can be repaired, or at least improved to an acceptable level with some modifications (both 
major and minor). Others, like yourself Mr. Chairman, have argued that our current tax 
system must be pulled out by its roots and replaced with an entirely new system, such as 
one that taxes the consumption of goods and services. 

The leading consumption tax proposals would greatly simplify the international area for most 
taxpayers by moving from the current system that taxes "worldwide" Income, to approaches 
that are “territorial" in nature, meaning they exempt most types of foreign income (passive 
investment income being a major exception). These proposals would also promote the 
competitiveness of U.S. multinationals versus foreign based competitors by their exemption 
of foreign source dividends and branch income. This would help ensure that foreign 
subsidiaries of U.S. companies do not pay more lax on their corporate income than their 
foreign competitors do in foreign markets. These proposals are also uniform in reducing the 
tax rates for corporations, which again helps U S. companies compete against their foreign 
competitors. 

In any event, we believe that the current tax system as it impacts the international area has 
much room for improvement. Therefore, to assist you in deciding whether to retain the 
current tax system with modifications, or whether to implement fundamental tax reform, we 
have provided a sampling below of the many inequities that currently exist in our tax system 
regarding the international area; 

A, Improve JJ.S. Competitiveness 

1 Rgf a/n Current § 8S3(b} Source Rules 

Current tax law allows taxpayers who manufacture goods in the U.S. and sell the goods 
outside the U.S. to treat 50% of the income arising from the sale as foreign source Income. 
The intent of this provision was to enhance the competitiveness of U.S. businesses in the 
global market place and generate additional jobs in the U.S, The Department of Treasury, 
and most recently the Administration, however, have sought In recent years to significantly 
curtail or eliminate this provision as a way to raise revenues for other programs. It is this 
sort of "rob Peter to pay Paul" approach, without regard to a coherent tax policy that has 
brought us to the point that we're at today. 

2. Increase AllQcation of R & E to U S. Source Expense 

Taxpayers that perform research and development ("R& E”) in the U.S. who generate 
foreign source income must allocate a portion of their U.S. incurred R & E against their 
foreign source income in determining their foreign source income. The allocation ratio has 
changed numerous times over the last 20 years. For example, when the Regulations 
became effective in 1977, there was a phase in period during which the allocation went from 
50% to 30%. In 1981 a moratorium was put in place that lasted for five years because o the 
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controversy surrounding the allocation methodology and impact on US corporatlont' 
competitiveness. In 1987 taxpayers were allowed to apply 50 percent of their R&E against 
their U.S. source income and foreign source income based on sales or gross income; from 
January 1, 1988 through April 30, 1988 the rale was 64%. From May 1. 1988 through 1989 
the allocation was ana rrom iuuo ihroughTTdOS 64% was allocated to domestic source 
income, the remaining 36 percent allocated between U.S. and foreign. From 1994 fonvard, 
taxpayers again may only apply 50 percent of U.S. source R&D against U.S. source income, 
with the remainder allocated between U.S. and foreign source. 

Research programs require long-term planning and foreign jurisdictions are not likely to 
recognize research expenses incurred in the U.S. as proper deductions for foreign local tax 
purposes (in fact, the net effect may encourage taxpayers to perform research outside the 
U.S. in order to secure full local tax deductions). A permanent solution to the R&E allocation 
is required. Therefore, the law should be amended to permanently provide that 64 percent 
of U.S. incurred R&E is to be allocated against U.S. source income, with the remainder 
allocated based on gross sales or gross income. 

3. Amend Rules for Allocating State and Local Income and Franchise Taxes 

Treasury Regulations issued in March, 1991 (§ 1.861-8(e){6)) generally require U.S. 
multinational companies to allocate a portion of their deduction for state and local taxes to 
foreign source income in determining their foreign tax credit limitation. This requirement 
ignores the fact that the U.S. Constitution proscribes State taxation of foreign source 
income, and results in adversely impacting the competitiveness of U.S. multinationals in 
world markets. It adds an additional cost of doing business that is not incurred by foreign 
multinationals, even if those foreign competitors are doing business in the U.S. (because 
they are generally able to obtain a full deduction against U.S. source income for such state 
taxes, while U.S. companies generally are unable to hilly deduct the portion of taxes source 
foreign). Thus, the law should be amended to allocate all deductions for state and local 
income and franchise taxes against U.S. source income for FTC purposes. 

4. Use Earnings & Profits (E & P) Depredation for Asset Base s when Allocating Expenses 

Taxpayers may elect to allocate interest between U.S. and foreign source income on the 
basis of tax book value. U.S. based assets are generally depreciated on an accelerated 
basis while foreign based assets utilize slower depreciation methods. U S. based assets, 
therefore, will typically have lower tax bases than similar foreign based assets. This results 
in a disproportionately higher amount of Interest being allocated against foreign source 
Income. To correct this problem, the law should be amended for purposes of allocating 
interest expense to permit taxpayers to use the same depreciable methods and lives for 
both U.S. and foreign based assets, as used for E & P purposes. 

B. Eliminate Double Taxation and Simplify Computation of the Foreign 
Tax Credit 

1. Extend FTC Carryforward and Carryback Periods 

Currently, FTCs that are not used against U.S. tax in the current year may be carried back 2 
years and carried forward 5 years. The effect of the short time periods has been to cause 
FTCs to expire unused, thus subjecting foreign source income to double taxation and 
frustrating the purpose of the credit. The current rules are especially onerous for taxpayers 
in cyclical industries which experience substantial operating losses. In contrast, the rules for 
net operating losses ("NOLs") provide a 3 year carryback and 15 year carryforward period. 
This time frame recognizes the fact that utilization of NOL’s is not a short term proposition. 
What the foreign rules fail to recognize is the fact that a U.S. taxpayer must have domestic 
taxable income in order to utilize its FTCs. Thus, we believe that the FTC carryback and 
carryfonward periods should be amended to conform with the time periods for NOLs, i.e., 3 
years carryback and 15 years carryforward. 
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6. Amend Treatment of Prior Year Deficits under Subparl F 

Currently, certain foreign base company shipping income, oil related income, insurance 
income, and FPHC income may be reduced by posl'1986 accumulated deficits in E & P 
attributable to activities that give rise to that same category of income. In 1988, the law was 
amended to allow accumulated deficits for pre-1d87 years to be carried forward and reduce 
post'1986 foreign base company sales and services income, as well as allow 1983 to 1986 
accumulated deficits to be carried forward and reduce post-1986 oil related income. 
Although post-1986 deficits may be carried forward indefinitely, pre-1987 accumulated 
deficits associated with shipping, insurance, and FPHC income may not be carried forward 
to reduce subsequent Subpart F income even if it is of the same type. Similarly, pre-1983 
accumulated deficits associated with oil related income can not be carried fonvard. This is 
illogical and not sound tax policy. Therefore, the law should be amended to allow all pre- 
1 987 accumulated deficits post-l 962 to offset similar Subpart F income earned subsequent 
to 1986. 

7. ExemoLForeion Entities from the Uniform Capitalization Rules 

The uniform capitalization rules ( "UNICAP") under Code Section 263A require certain costs 
to be capitalized to inventory and certain interest to be capitalized as a production cost. 
Although the legislative history to this section does not compel its application to foreign 
corporations not doing business in the U.S., the Treasury Regulations specifically apply 
such rules to foreign corporations with U.S. shareholders. However, U.S. multinationals 
already incur significant costs at both the head office and affiliate level to bring foreign E & P 
into conformity with U.S. tax principles for purposes of computing FTCs. Requiring the 
determination of UNICAP adjustments to such earnings merely adds additional compliance 
costs that are not borne by foreign based multinationals. Since UNICAP really has no 
relevance to foreign corporations not conducting business in the U.S., and since the 
revenue generated by applying these rules to foreign entities is small in relation to the 
administrative burden they cause. Code Section 263A should be amended to exempt 
foreign entities not doing business in the U.S. 

C. Source Income Based on Underlying Income or Assets 

1. Extend Dividend Treatment to Disposilion of Lower Tier CFCs 

Under current law, if a controlled foreign corporation (“CFC”) sells its stock in another CFC, 
any gain is treated as passive (i.e., separate basket) Subpart F income to the U S. 
shareholder. This is illogical since dividends from that same CFC to its U.S. shareholders 
would be given look-through treatment or, if the first tier CFC was sold, the entire gain would 
be dividend income. Thus, the law should be changed so that if a CFC sells or exchanges 
stock in a foreign corporation, any gain is treated as a dividend to the same extent that it 
would have been so treated under Code Section 1248 if the selling CFC were a U.S. person. 
As a result, these lower-tier CFC stock gains would also be eligible for look-through 
treatment, so that if the lower-tier CFCs earnings were general limitation income, the gain 
would also be treated as general basket income. 

2. Apply Look-Throuah Treatment on Gains from Sales of CFC Stock 

Currently, foreign source capital gains arising from the sale of a CFCs stock is separate 
basket income passive income. However, as stated above, it is illogical that dividends from 
these CFCs qualify for look-through treatment that may result in general basket treatment, 
while gains from sales of these CFCs do not. Thus, current law should be changed so that 
gams and losses from the sale of foreign corporation stock is also eligible for look-through 
treatment. 
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3. Apply Look-Throuah Treatment on Gains from Sales of Partnership Interests 

Currently, gains from sales of partnership interests are also treated as separate basket 
passive Income, even though U.S. partners owning 10 percent or more of the value of 
foreign partnerships can apply look-through treatment for their distributive shares of such 
partnership income. Consistent with the arguments above concerning sales of foreign 
corporation stock, gains or losses associated with the disposition of a partnership interest 
should be treated as a disposition of the partner's proportionate share of each of the assets 
of the partnership for purposes of characterizing the income or loss from the sale of the 
partnership interest. Moreover, in cases where less than 10 percent of the partnership is 
owned, look-through treatment should be allowed if the partnership interest is held in the 
ordinary course of the partner's active business. 

4. Amend Source Rules for Stock Sales 

Currently, gams resulting from the sale of foreign affiliates in which the U.S. shareholders 
have an interest of 80 percent or more is considered foreign source if the sale occurs in the 
foreign country in which the affiliate is actively engaged in business and the affiliate derives 
more than 50 percent of its income therefrom. Gain by U.S. corporations from stock sales of 
U.S. affiliates that are less than 80 percent owned foreign affiliates is sourced foreign only if 
the sale is through a fixed place of business outside the U.S. and the gain is taxed abroad at 
an effective tax rate of no less than 10 percent. Although it may be appropriate to source 
sales of portfolio stock interests based on the seller's residence, it is illogical to extend such 
a rule to stock sales of foreign subsidiaries representing active businesses. The better rule 
is to source gains on such foreign subsidiary stock sales by reference to the subsidiary's 
underlying income This is the rule for more than 80 percent owned foreign corporations, 
and it should be extended to situations where at least 10 percent ownership is reached 
(consistent with the rules for claiming indirect TTCs). Therefore, the law should be amended 
to source all gains from stock sales of at least 10 percent owned foreign entities to that 
foreign jurisdiction if the sale occurs there, the affiliate Is actively engaged in business there, 
and more than 50 percent of its income is generated therefrom. 

5. Amend Source Rules for Sales of Par tnership Interests 

Currently, if a U.S. corporate partner sells Its interest in a foreign partnership, any gain is 
generally treated as U.S. source income. However, if that partnership disposes of its foreign 
assets, gains will generally qualify as foreign source. Thus, the law should be amended to 
provide that for sourcing purposes, gains or losses associated with dispositions of 10 
percent or larger partnership interests are treated as dispositions of the partner’s 
proportionate share of each of the partnership assets. This would be consistent with the rule 
regarding the characterization of income from sales of partnership interests for FTC 
limitation purposes discussed above. Moreover, in cases where less than 10 percent of the 
partnership is owned, look-through treatment would be allowed if the partnership interest is 
held in the ordinary course of the partner's active business. 

6. Provide Look-Throuah Rules for So-called "1 0/50 Companies" 

Current law (resulting from changes provided by The 1986 Tax Reform Act ("TRA")) requires 
that U.S. companies who own an interest of at least 10% but not more than 50% of foreign 
joint ventures corporations (as opposed to foreign partnerships) must calculate separate 
"FTC " limitations for income earned from each joint venture corporation. Thus, a U.S. 
corporation owning many 10/50 Companies must calculate separate FTC limitations for 
each and every company that falls into this 10/50 category. Not only does this result in 
substantial complexity and higher costs, but it may also result in double taxation versus the 
situation where the U.S. shareholder has a controlling interest in the venture (i.e., 51 
percent). That is because owners who receive dividends, interest, rents or royalties from 
controlled foreign corporations ("CFCs”) can "look-through" such income to the nature or 
character of the payor corporation's underlying Income, and include it in these general 
limitation basket categories instead of into separate FTC limitation baskets. 
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U.S. shareholders of foreign joint ventures often are unable either due to government 
restrictions or business practice to acquire controlling interests, especially in cases where 
the foreign joint venture partner is a foreign government, or the activity involved in is a 
government regulated industry. It is patently unfair to penalize such non-controlling joint 
venture owners. Instead, current law should be changed to equalize the treatment for both 
types of joint venture owners, by requiring look-through treatment for income (dividends, 
interest, rents, and royalties) earned joint ventures in which the U.S. shareholders owns at 
least 10% of the stock. 

On a related matter, current Treasury Regulations {§ 1.904-5(h)(1)) require that payments of 
interest, rents, and royalties from partnerships to partners not acting in that capacity must 
also treated as separate basket passive income unless U.S. partner owns more than 50 
percent of the partnership. Again, this result is not good tax policy. However, by extending 
look-through treatment to 10/50 companies as proposed above, this problem involving 
partnerships will be corrected. 

7. Amend Rules Relating to the International Securities Industry 

Current law (resulting from changes provided by The 1986 TRA) denies so-called "deferral" 
on dividends, interest, and capital gains on stock or securities derived from a banking or 
financing business or derived from insurance company investments of unearned premiums, 
reserves, or investments. However, it appears that this change affects not only taxpayers 
that intentionally "routed income through foreign countries to maximize U.S. tax benefits", 
but also innocent regulated insurance companies. The law should be revised to treat 
income earned in the active conduct of a securities dealer or banking business by a CFC of 
a U.S. domiciled securities dealer in the same manner as the active income of CFCs of their 
U.S. parents. 

D. Anti Deferral Provisions 

1. Treat The European Union as One Country for Suboart F Purposes 

The Subpart F provisions of the Code, were enacted to deter U.S. corporations from 
establishing companies with minimal substance in tax haven countries. Under these 
provisions, U.S. corporations can be subject to taxation on deemed distributions of the 
foreign subsidiaries' earnings. This is in contrast with the general rule of no taxation until 
dividends are distributed to the U.S. parent from the foreign subsidiary. Deemed taxation 
can occur under Subparl F. for example, on foreign subsidiary earnings generated from 
cross border sales or services with the European Union ("EU"). However, this rule overlooks 
developments in world trade and the critical needs of U.S. global companies competing 
within the EU marketplace. The member countries of the EU are not tax haven countries 
therefore, in order to recognize the legitimate business requirements of U.S. companies 
operating in the EU, the Subpart F rules should be amended to allow the EU to be treated 
as one country. 

2. Apply Same Country Exception to PRC/Hong Kong in 1997 

Current U.S. tax law permits taxpayers with CFCs to distribute dividends within the same 
country without incurring U.S. tax on the distribution assuming that certain criteria are met. 
The basic purpose of this provision was to effectively allow the movement of capital within a 
country so that the U.S. taxpayer could reinvest the funds without needlessly incurring an 
additional U.S. tax burden. In July 1997, Hong Kong will revert back to the PRC. Because 
Hong Kong is the financial capital of the region, many businesses have established their 
headquarters and holding companies for their PRC operations there. Thus in order to 
reinvest profits and expand business. U.S. taxpayers in many instances are required to pay 
tax on distributions up to the holding company, only to be reinvested in the PRC, thus 
effectively increasing the cost of capital. We believe that the same country exception should 
be applied to distributions between companies incorporated in both the PRC and Hong 
Kong assuming that the requisite ownership rules, etc. are met. Such treatment would, in 
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many instances, significantly increase the competitiveness of U S. businesses operating 
here. 

Code Section 956A, implemented with the 1993 Tax Act. was intended to eliminate so- 
called "deferral" of U.S. income tax for U.S. shareholders of CFCs to the extent that the 
CFC's earnings are invested in excess passive assets rather than in active business assets. 
However, this section has instead had the effect of adding an additional layer of complexity 
to the already existing anti-deferral regime of the Code, while providing taxpayers an 
incentive to engage in costly, non-economical transactions in order to avoid its application. 
Contrary to earlier estimates, this provision has not created a positive impact on cash flows 
from foreign companies to U.S. parents, or resulted in more U.S. manufacturing jobs. 

Rather, it has created incentives for investing in assets outside the United States and 
should be repealed immediately. 

4. Apply Look-Through Rules for De Minimis Amounts of Separate Category Income 

Code Section 9Q4(d)(3)(E) exempts U.S. shareholders from having to categorize income 
from a CFG into separate limitation categories if the CFG is considered as having a de 
minimis amount of so-called "Subpart P‘ income under the anti-deferral rules. An amount is 
considered as de minimis if it does not exceed the lesser of 5 percent of the CFC's gross 
income or $1 million. However, once thatde minimis threshold is exceeded, all income, 
expenses, and taxes of the CFG must be categorized into the respective separate FTC 
categories. The problem with present law is that what constitutes Subpart F income for 
purposes of applying the anti-deferral rules is different from what constitutes income in the 
separate FTC limitation categories. As a result, the CFC may exceed the de minimis 
threshold for Subpart F purposes even though its income in the various separate limitation 
categories is insignificant or "de minimis", requiring full application of the complex FTC 
separate limitation rules. 

This increased administrative burden applies dispropoilionately to those multinational 
companies whose CFCs’ Subpart F income, although relatively small compared to their 
remaining incomes, nevertheless regularly exceed the annual $1 million threshold. Thus, 
current law should be changed so that categorization into separate FTC limitation 
categories is not based on Subpart F income amounts but, rather, is imposed where the 
aggregate amount of gross income In such separate categories exceeds a de minimis 
amount, defined as 6 percent or more of the CFC's gross income. 

5. Exclude CFCs from the PFIC Rules 

The Subpart F rules of the Code currently piovide exceptions to the general rule of so called 
deferral for tax haven and foreign personal holding company ("FPHC") type income (i.e., 
passive income) from CFCs. The 1986 TRA added certain provisions called the Passive 
Foreign Investment Company ("PFIC") rules that effectively tax all income currently from 
foreign subsidiaries that have more than a designated amount of passive income or assets, 
even though the balance of the income is from active manufacturing operations. In other 
words, all income can be effectively tainted even though only a portion of it is from passive 
type activities that would have been currently taxed under the Subpart F rules. Although the 
PFIC rules were intended to eliminate certain identified abuses relating to U.S. investors in 
overseas mutual funds, they were inadvertently drafted in a manner to also cover CFCs 
(even though CFCs were already sufficiently regulated by the Subpart F rules). To correct at 
his error, the PFIC provisions should be amended so that companies subject to Subpart F 
(i e., CFCs) are exempt from their application. 
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The PFIC provisions currently apply where 75 percent or more of a foreign corporation's 
gross income is passive, or where at least 50 percent of the foreign corporation's assets 
produce passive income. By using a gross income test, a foreign corporation will become a 
PFIC even though 99 percent of its gross receipts are from the active conduct of a trade or 
business, so long as Its cost of goods sold exceeded its gross receipts that year and it had a 
dollar of passive income (like working capital interest income). This result is illogical. The 
PFIC provisions should be amended so that they only apply where the predominant 
character of the business is passive or the majority of assets is passive. This can be 
accomplished by changing the test to look to gross receipts rather than gross income, for 
example, by defining foreign corporations as PFICs if at least 75 percent of their gross 
receipts are passive. 

E. Other Provisions and Considerations 


for Business Pavables and Receivable 


Although deductions are currently allowed for foreign exchange losses incurred during the 
year, no deduction is allowed for certain loss incurred with respect to "straddles" in order to 
prevent taxpayers from using commodity trading as a tax shelter. In other words, if a 
taxpayer takes essentially equal and offsetting positions In a commodity (i.e., a straddle), it 
can not recognize a loss on one position In the current year and defer the gain on the 
offsetting position until a subsequent year. Instead, any deduction for the loss of the 
straddle is deferred until there are no unrecognized gains in the other leg. 

The problem with this is that the Code definition of "straddles" (under Section 1 092) is so 
unclear that taxpayers who had no intent to enter into the types of tax-motivated 
transactions that led to these rules are being challenged on audit as having straddles. 
Specifically, some IRS agents have argued that certain payables and receivables are 
affected even though they were entered into in the ordinary course of business, had no tax 
motivation, were unrelated to each other, and were held by different tax consolidation 
members of a multinational company. Thus. Code Section 1092(c)(3)(B) should be 
amended to provide the presumption that a nonfunctional currency denominated receivable 
is not an offsetting position to a nonfunctional currency denominated payable If the 
receivable and payable were entered Into in the ordinary course of business 


This is by no means an exhaustive list of all the problems currently existing in the 
international area of the current U.S. income tax system. In fact, both Congressmen 
Houghton and Levin through H.R. 1690. and Senator Pressler in his recently circulated 
discussion draft entitled International Tax Simplification for American Competitiveness Act of 
1996. have proposed many additional provisions that would help bring some simplification to 
the foreign area. Some of those provisions would: 


Allow shareholders of PFICs to make mark-to-mail^et elections, provided that the 
PFIC slock is regularly traded on a national securities exchange or otherwise treated 
as "marketable" under Treasury Regulations; 

Clarify the definition of passive income for PFIC. so that the same-country 
exceptions from the definition of FPHC income under Code Section 954(d) do 
not apply in determining passive income for purposes of the PFIC definition, and 
passive income does not Include Foreign Sales Corporation ("FSC") income; 

Allow intangible assets for PFIC purposes to be valued at fair market value (if 
value can be readily obtained); 
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Modify Subpart F so that (1) the Subpart F inclusion of an acquirer of CFG stock 
would be reduced in the year of acquisition by a portion of the deemed dividend 
recognized by the transferor under Code Section 1248, (2) the income Inclusion to 
U.S. shareholders resulting from upper tier CFG stock sales in lower-tier CFCs 
earning Subpart F income would be adjusted to account for previous inclusions, 
and (3) regarding dividends out of earnings of CFCs that were previously 
included in the income of U.S. shareholders under Subpart F, in order to avoid 
multiple income inclusions, the IRS should be given regulatory authority to modify the 
Subpart F rules so that such dividends would be treated as distributions of previously 
taxed income with appropriate basis adjustments; 

Repeal the excise tax under Code Section 1491 on outbound transfers of assets 
to foreign corporations and replace it with full gain recognition “subject to Code 
Section 367 gain recognition agreements); 

Reduce the compliance burden for U.S. taxpayers under Code Section 6046 by 
raising the foreign corporation stock ownership threshold from 5 to 10 percent, 
for which ownership and other financial data has to be reported to the IRS; and 

Clarify that computer software qualifies as export property that is eligible for FSC 
benefits, even if the software is accompanied by a right to reproduce or is 
protected by patent or copyright. 

Treaty Issues 

The impact of tax reform on our existing tax treaty network must not be overlooked. Of 
course, the most recognized function of tax treaties and the principal reason they are 
negotiated is to eliminate double taxation of the same income, which occurs when two 
jurisdictions attempt to tax the same Income or assets due to overlapping exercise of 
authority. However, most of the tax systems being proposed to replace the current U.S. 
income tax would be territorial in nature and exclude foreign source income from taxation 
(e g., a ’flat" tax or a "goods and services" tax ). Thus, the Issue of double taxation would be 
reduced considerably if not entirely under such regimes. Nevertheless, many other benefits 
resulting from our tax treaty network would be jeopardized no matter what alternative tax 
system is chosen to replace the current one. For example, several of the more significant 
benefits of tax treaties inciude- 

1) Facilitate business transactions between countries that might otherwise be 
inhibited by overly intrusive national taxation. 

Beyond the actual tax cost, the mere exposure to another country's tax system may 
impose significant transactional complexities on a company venturing outside its own 
national borders, e g , protracted dealings with various tax authorities. To alleviate 
some of these problems, treaties include a notion of "permanent establishment" 
("PE") as a threshold to taxation. Under this concept, the business profits of an 
enterprise of one county will not be deemed to be subject to taxation by the other 
country unless it does business there through such a PE, i.e,, unless there is a 
sufficient connection between the enterprise and the taxing country in terms of 
having a fixed place of business there, dependent agents, etc. Moreover, most of the 
recent treaties negotiated by the U.S. have limited the imposition of tax to the 
business activities attributable to the PE. as opposed to items unrelated to the PE 
itself (such as passive investment income and capital gains). In addition, tax treaties 
sometimes exempt residents of one country who visit the other for a limited period of 
time. This eliminates the need to prorate small amounts of income and file foreign tax 
returns (often more irritating than paying taxes), and encourages interaction of 
visitors between countries. 
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2} Withholding Taxes 

The tax systems of most countries impose withholding taxes (at often high rates) on 
payments to foreigners of items such as dividends, Interest, rents, and royalties. 
Lowering of these withholding taxes is another important function of tax treaties, tf 
U.S. companies operating abroad can not receive reduced withholding tax rates 
offered by tax treaties, they often suffer excessive levels of foreign tax. This puts 
such U.S. companies at a competitive disadvantage relative to companies 
headquartered in other countries that do provide such treaty benefits. Thus, it is clear 
that tax treaties measurably reduce the barriers to U.S. participation in international 
commerce. 

3) Anti-Discrimination Provisions 

Almost all treaties forbid discrimination against the nationals of a treaty partner. One 
general effect of this is to prohibit U.S. tax on residents of treaty countries that is 
more burdensome than the tax imposed on similarly situated U.S. persons. Likewise, 
U.S. persons operating in treaty countries would also be protected under such a non- 
discrimination type clause. A nondiscriminatiort clause would generally only permit 
differences in the treatment of domestic and foreign taxpayers if justified by 
significant differences in the circumstances of those taxpayers. 

4) Tax Equity 

Another function of tax treaties is to ensure that equity is served and tax is imposed 
at least once, i.e., by targeting tax avoidance schemes such as the use of tax 
havens. Most U.S. tax treaties contain explicit provisions called "anti-treaty 
shopping". These provisions identify the group of taxpayers entitled to benefit from 
the treaty relief while, at tha tame time, also preventing other taxpayers (generally 
from countries not party to tha treaty) from enjoying such treaty benefits. To help 
support enforcement, income tax treaties generally provide for exchanges of 
information between the tax authorities of the treaty countries. In addition, most 
provide a mechanism known as "competent authority", which permits a taxpayer of 
one country to seek the assistance of that countries tax authorities for support 
against adverse interpretations of the treaty by the other country's taxing authorities. 
Even if the U S. moves to a territorial system of taxation, such needs may not be 
muted since our treaty partners may still require such information exchanges. 

Summary 

We trust that this has given you a better understanding of the many problems that currently 
exist in the tax law as it applies to the international area. We sincerely hope that this will 
help you in your decision whether to save the current system or move toward a completely 
new tax framework. Thank you for this opportunity to provide our comments. 

Financial Executives Institute. 

Committee on Taxation 


'Kevin G. Conway 
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Chairman Archer. Thank you, Mr. Conway. 

Mr. Kaufman. 

STATEMENT OF JEFFREY KAUFMAN, DIRECTOR, SERVICES TO 

EXECUTIVES ABROAD, COOPERS & LYBRAND L.L.P.; ON 

BEHALF OF SECTION 911 COALITION 

Mr. Kaufman. Thank you very much. 

My name is Jeff Kaufman. I am a partner with Coopers & 
Lybrand. I lead our practice of servicing Americans when they 
work overseas. I have been involved in this area of international 
tax and human resource issues for 15 years; in fact, I spent 5 years 
myself in Europe. 

Today, I represent the Section 911 Coalition, the section of our 
code whdch represents our exclusion for foreign-earned income. The 
Section 911 Coalition is a group that represents a number of com- 
panies with their operations overseas, U.S. chambers of commerce 
overseas, and many foreign schools. These are all organizations 
that represent and recognize the importance of having Americans 
overseas and the value that brings to our economy. 

I want to begin by thanking you, Mr. Chairman and Mr. Gib- 
bons, for the support you have given to section 911 over the years, 
recognizing the value this brings to our economy. 

It is also supported by the administration. Under the new pro- 
posals that are now before your body, there are a number of dif- 
ferent ways foreign-eamed income will be treated, including total 
exclusion under the Armey flat tax or under the sales tax proposal. 
Congress has also been looking at partial exclusions similar to 
what we have today under the Nunn-Domenici USA tax, as well as 
a situation where there would be no exclusions at all under the 
Bingaman proposal. 

The way we tax Americans overseas is very important to our 
competitiveness. The United States stands alone as the only indus- 
trialized country that taxes our citizens when they work overseas. 
This puts us at a disadvantage. 

When I work with some of my clients, for example, on proposals 
for a large contract in Saudi Arabia to build a factory, I work with 
them to build in the cost factor of the 500 U.S. engineers that 
might go to that plant. I have to build in the tax on their U.S.- 
based salary and many other costs. They receive cost of living. 
They will receive housing. They will receive education for their 
children. All of these costs are taxed in the United States. 

When my client prepares a bid against a German or a Japanese 
or an English company, we are at a great disadvantage because of 
this U.S. tax. These other countries will not tax that, and there is 
no tax in Saudi Arabia. 

The 911 exclusion helps us make up some of that loss, but since 
it hasn’t been tied to inflation, it is beginning to be eroded in its 
value in giving us a more level competitive playingfield. 

It is not just those 500 jobs we might lose in that contract. There 
have been many studies that show when that American is over- 
seas, if they are going to bring in the equipment that is going to 
go into that factory, if they £ire going to bring in the equipment 
that is going to build that facto^, they will go to companies they 
have worked with that are very likely the U.S. companies. 
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If we save those 500 American jobs in Saudi Arabia, it will have 
an exponential effect on more manufacturing jobs in America. 

The Section 911 Coalition has developed two different studies, 
one by the accounting firm. Price Waterhouse, and the other by two 
professors, that emphasize the importance of the American over- 
seas. It is going to help us to have more U.S. jobs. 

Section 911 itself helped to raise revenue because it gets our peo- 
ple in the field selling our goods, so that we, in effect, continue to 
generate more jobs in the United States. 

This is important for companies of all sizes. I have been working 
with small, medium, and large companies. Especially in the case of 
the small and medium-sized companies that go overseas, they need 
those first Americans to act as their sales representatives to get 
that first sale. We are not going to be competitive in the next cen- 
tury if America can’t compete on a global basis. If we don’t send 
the American overseas, we are not going to be competitive. 

So, in conclusion, what is important to the Section 911 Coalition 
and to so many of our U.S. companies is that if we choose a new 
taxing regime, we have to consider how it will tax Americans over- 
seas. The more Americans we send overseas, the more we increase 
our exports, which are a very important component of the growth 
of our economy. We must take that into consideration and keep at 
least the exclusion we have today or perhaps tie it to inflation so 
that in the future we don’t have a reduction in the ability of our 
American companies to compete. 

Thank you. 

[The prepared statement follows:] 
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STATEMENT OF JEFFREY KAUFMAN, DIRECTOR 
COOPERS & LYBRAND L.L.P. 

ON BEHALF OF SECTION 911 COALITION 


I am Jeff Kaufrnan Director of Services xo Executives Abroad which is the group within Coopers 
& Lybrand that assists clients with managing the cost of relocating employees around the world 
and complying with tax laws here and abroad. 1 have worked on international tax. compensation 
and human resource issues affecting U.S. expatriates for over fifteen years , five of which were in 
Europe where I was an expatriate myself. It is a privilege to testify before this Committee and 
to be here on behalf of the 91 1 Coalition to discuss an issue of such importance to U.S. 
international competitiveness-, and the development of goodwill toward U.S. citizens and U.S. 
businesses around the world. 

The Section 91 1 Coalition is a group of like-minded companies, business organizations, 
non-profit associations, and individuals that has come together in the past few years to call 
attention to the importance of the Section 91 1 foreign earned income exclusion for U.S. citizens 
working abroad. The Coalition currently has some 70 members, including representatives of 
more than 70 American chambers of commerce overseas and over 500 American and 
international schools abroad. 


In recent years, exports have been the most impressive engine of growth for America's economy. 
Between 1986 and 1993, according to the U.S. Department of Commerce, nearly 40 percent of 
the growth of America's Gross Domestic Product resulted from exports of goods and services.' 
Commerce Department statistics also indicate that every $l billion in U.S. exports creates or 
sustains 1 7,000 man-years of direct domestic employment.^ The United States exported $70 1 .2 
billion worth of goods and services in 1994, which translates into nearly 1 2 million American 
jobs.’ 

Exports don't just happen by themselves. Independent studies and raw statistical data show a 
direct correlation between the number of Americans working overseas and the level of U.S. 
exports. You’ve got to put your sales people in the field. Americans abroad are the best sales 
people for U.S. goods and services overseas. The bottom line, is this; Americans Abroad = 
U.S. Exports *= U.S. Jobs. 

In the ongoing pursuit of international market share, the Section 9 1 1 exclusion has proved to be a 
very important factor, U.S. sales forces and service providers can only go where it is cost 
effective. The current Section 91 1 exclusion for income earned abroad is the mechanism by 
which the Internal Revenue Code reduces U.S. tax barriers to the deployment of sales and service 
industry personnel around the globe. It has a direct impact on the U.S. based support operations 
of the companies they work for, U.S. based suppliers and service companies that do business 
with iheir employers, as well as many other unrelated U.S. companies that develop relationships 
once the markets abroad grow more comfortable with our culture and learn the benefits of 
seeking out U.S. businesses. 

Fundamental Tax Reform Alternatives' Treatmeoi oLIncome Earned Abroad 

The major tax reform alternatives provide widely different levels of exclusion for income earned 
abroad. For example: 

100% exclusion --Armey Flat Tax & Schaeffer/Tauzin Sales Tax 
Partial exclusion (similar to current Section 91 1) -- Nunn/Domenici USA Tax 
No exclusion — Bingaman R CorpTax 


' Trade Promotion Coordinating Committee. National Export Strategy, Report to the U.S. 

Congress, October 1994. p. 5. 

^ U S. Depanmeni of Commerce, The Advocacy Center, July 1995. 

’ U.S. Department of Commerce. U.S. Foreign Trade Update, July 1 8. 1 995 
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Section 91 1 - Our Earned Income Exclusion in Current Law 

Internal Revenue Code Section 91 1 provides for a foreign earned income exclusion of up to 
$70,000 annually to Americans working overseas, thereby assisting them to compete against 
comparably qualified non-Amencans (who pay no taxes in their home country on income earned 
abroad). A U S. citi 2 en or resident alien whose lax home is outside the United States and who is 
a bona fide resident of a foreign country or who is present in a foreign country for 1 1 months out 
of 1 2 (330 days in any 365 day period) may exclude from gross income up to $70,000 per year of 
foreign earned income, plus a housing cosl amount. Originally unlimited for bona fide residents 
of a foreign country, the foreign earned income exclusion has been pan of the Internal Revenue 
Code since 1926. Congress enacted the exclusion nearly 70 years ago in an effort to "encourage 
citizens to go abroad and to place them in an equal position with citizens of other countries going 
abroad who are not taxed by their owm countries.”* 


Shod_HistQry of the Current Law Exclusion - Learning from our Mistakes 

The Tax Reform Act of 1976 generally reduced the exclusion to $1 5,000 per year. While this cut 
in the exclusion did not take effect in the end, it nevertheless had a chilling effect on U.S. 
companies' efforts to send American workers abroad. A 1978 General Accounting Office (GAO) 
survey of 183 U.S. companies found that more than 80 percent of these companies fell that 
reducing the exclusion along the lines of the 1976 Act would result in a reduction of U.S. exports 
by at least five percent.* 

Two years after the 1976 Act. the situation went from bad to worse. The Foreign Earned income 
Act of 1978 repealed the foreign earned income exclusion and put in its place Section 913, 
composed of five factors: 1) a cosi-of-Iiving deduction based on the differential between U.S. 
and overseas costs of living; 2) a housing deduction; 3) a deduction for schooling expenses 
where a U.S. -type school was not within a reasonable commuting distance; 4) a travel expense 
deduction for an annua! round-trip visit to the United Slates; 5) a deduction for work in a 
hardship area. 

The 1 978 Act, compared to prior law. represented a 23 percent reduction in the tax benefit of the 
exclusion. To determine the impact of this reduction, the GAO conducted a survey in 1980 of 33 
key firms in four industries. The GAO found that additional costs attributable to the 1 978 Act 
was a primary reason why these firms had decreased their employment of Americans abroad. 

The numbers decreased absolutely from 1979 to 1 980 in three of the industries and, during the 
period 1976 to 1980, the relative number of Americans abroad dropped compared to third 
country nationals. * 

As a result of these findings, the GAO produced the following recommendation: 

"We believe that the Congress should consider placing Amencans working abroad 
on an income tax basis comparable with that of citizens of competitor countries 
who generally are not taxed on their foreign earned income."' 

The GAO went on to say that "complete exclusion or a limited but generous exclusion of 
foreign earned income for qualifying taxpayers . . . would establish a basis of taxation 
comparable with that of competitor countries and. at the same time, be relatively simple 
to administer."* 

Findings in a 1980 report by Chase Econometrics provided more evidence of the dangers for 
U.S. competitiveness of restricting the foreign earned income exclusion. As a result of the 

* Senate Report 7^?/. 82nd Congress, 1st Session, 1951, pp- 52-53. 

* U.S General Accounting Office. Impact on Trade of Changes in Taxation of US. Citizens 
Employed Overseas, 10-78-13, FebruaryZl, 1978. 

General Accounting American Employment Abroad Discouraged by U.S. Income Tax 

Laws. ID-81-29, February 27. 1981. p 28. 

' Ibid. 

* Ibid. 
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changes in 1976 and 1978, Chase noted, a significant number of Americans working overseas 
would be forced to return home. Chase determined that a ten percent drop in Americans overseas 
would lead to a five percent drop in U S. exports. The study went on to say that the "drop in U.S. 
income due to a five percent drop in real exports will raise domestic unemployment by 80,000 
[persons] and reduce federal receipts on personal and corporate income taxes by more than $6 
billion, many limes the value of increased taxes on overseas workers."* 

The U.S. & Overseas Tax Fairness Committee, an ad hoc group established in the late 1970s to 
defend the foreign earned income exclusion, noted in 1980 that "of all the current U.S. 
disincentives that discourage trade, none is easier to eliminate than the U.S. practice of taxing 
foreign earned income . . and none will produce faster or more substantial results for our 
balance of trade."'* In an effort to show what damage the 1976 and 1978 Acts had done as of 
1 980, the Committee cited the example of the U.S. construction and engineering industry 
operating in the Middle East. American companies in this sector "had over ten percent of the 
construction volume in the Middle East four years ago and now has less than two percent - 
almost entirely due to the current U.S. tax treatment of overseas Americans," the Committee 
noted, "and industry is finding it very difficult to recapture its former standing.’’" 

The message is as clear today as it was in 1980; Changes in the foreign earned income exclusion 
have a substantial and direct impact on the ability of U.S. companies lo compete in overseas 
markets. 


\Miy an Exckision for Income Earned Abroad is Important 


America's trade competitors realized long ago that encouraging their citizens to work overseas 
has a pronounced, salutary impact on their domestic economies. Sending their workers abroad 
has become an integral part of these nations' export strategies. To facilitate this "export" of their 
citizens (and thus the e.xporl of products and services), other govemments do not lax their 
citizens on the money they make wlule working abroad. This makes these citizens extremely 
competitive in foreign markets. 

U.S, Government tax policies, by contrast, have generally discouraged Americans from working 
abroad. .Alone among the world's industrialized nations, the United States still taxes its citizens 
on the basis of citizenship rather than residence. Further, overseas Americans must also pay U.S. 
income tax on benefits, allowances, and overseas adjustments. The practical effects of this tax 
policy are clear; .Americans overseas are at a significant competitive disadvantage and are being 
priced out of foreign markets because prospective employers must provide more income to 
compensate American workers for these additional tax burdens. 

Overseas employers are faced with a choice; Tliey must pay an American worker more than they 
would pay other comparably qualified nationals (so that the American may keep a comparable 
after-tax income) or they must utilize a tax equalization program to keep the employee whole for 
his or her additional tax burden. Both approaches involve additional costs to the employer - a 
burden that many employers are unwilling lo accept even if the Amencan worker is more 
productive and has better professional qualifications than the competition. 

For those companies that have a tax equalization program in place, where the company pays any 
actual taxes for its overseas employees, the current Section 91 1 exclusion helps to mitigate the 
tax burden mentioned above -- thereby cutting company costs and enabling it to be more 
competitive abroad. For companies that do not utilize a tax equalization program - and most 
small and medium-sized companies working overseas fall into this category - the Section 91 1 
exclusion is most helpful to the employee, who is responsible for paying his own taxes. The 
current exclusion helps to make a difference in both cases, but the difference may still not be 
substantial enough to enable an American worker overseas lo defend his or her job against 
foreign nationals. 


* Chase tcoiiomeirics. Economic Impact of Changing Taxation of U.S Workers (Xerseas., June 

1980, p 2. 

'* U.S & Overseas Tax Fairness Committee. Press Release, June 16, 1980, p. 4, 

" Ibid., p. 3 
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The cost of hiring or maintaining an American worker is inordinately high because non-salary, 
quality-of-iife items must be included in the worker's taxable income, often adding as much as 50 
- 100 percent of base pay. Such "income" includes reimbursement for the cost of children's 
schooling, cost-of-living allowances, home leave, emergency travel, and other necessary and 
often expensive aspects of living overseas. Because so many overseas contracts today are 
decided on the basis of cost, and when companies' profit margins grow tighter and tighter, many 
employers (including American employers) simply aren't prepared to cover the additional tax 
burden to "Hire American." 

A Section 91 1 Coalition member offered this case in point- 

A large American company recently won a multi-billion dollar, multi-year overseas 
contract to supply telecommunications equipment and services. The U S. -based company 
would prefer to have Americans heading its overseas operations but, because the U.S. tax 
system effectively prices Americans out of the international job market, the company 
tends to hire Europeans instead. 

The President of this company's international operations is British, and his Vice President 
is Dutch. Not surprisingly, the Human Resources Director, who answers to the Vice 
President, is also from Holland. He has hired approximately 2,000 technical employees 
for this project, most of whom are Dutch. In addition, Volvos were purchased instead of 
U.S.-made vehicles because they are considered "more suitable" for the technical 
employees. If the U.S. tax system were more like those of America's trade competitors 
who maintain an unlimited foreign earned income exclusion, most of these 2.000-*' jobs 
would have gone to Americans rather than Europeans, and a large number of American 
cars would have been exported instead of Volvos. 

Section 91 1 makes a substantial difference m our nation's efforts to compete on (he international 
business playing field. Without this exclusion, there is good reason to believe that many 
thousands of Americans currently overseas would be priced out of the global marketplace. This 
would be a devastating blow to America's national interests because Americans abroad: 

+ Direct business and jobs to (he United Slates; 

+ Carry America's culture and business ethic to other nations; 

+ Specify and purchase U.S. goods and services for overseas projects; 

+ Set standards and shape ideas which guide future policies in the development of 
infrastructures and economies overseas. 

In addition, for U.S. companies to continue expanding their market share worldwide, they must 
think and act globally. To stay competitive inlemationally, Amencan managers need the kind of 
"hands on" experience that can only be gained by living and working abroad. In recent years, for 
example, two of the Big Three automobile companies promoted thetr CEOs directly from 
European positions to corporate headquarters. This clearly demonstrates recognition by these 
companies of the role that international experience plays in their economic futures. 

In short, the foreign earned income exclusion for Americans working abroad helps to protect 
against replacement of Americans by third country nationals who pay no taxes at all in their 
home country on their overseas income. Given the tens of thousands of overseas business 
opportunities that are of interest to U.S. companies and U.S -based institutions each year, the 
exclusion stands to make a substantial difference for American influence abroad, U.S. exports, 
U.S. jobs, and overall American competitiveness. 
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Who i£ Affected by the Foreign Earned income. Exclusion for Americans Abroad? 

The loss of U S. market share and the cutback in American jobs overseas represent a setback for 
American competitiveness. However, this telis only part of the story. The other part, of more 
immediate concern here at home, is the impact felt in communities all across the United States as 
jobs created or sustained by exports would disappear. All Americans abroad, whatever their 
background, are helping to fuel the economy in the United States. By securing employment 
overseas, they free up jobs for other Americans back home, thereby reducing unemployment. 
They also support the American economy by repatriating much of their overseas earnings back to 
the United States. 

Most important of all, perhaps, Americans working overseas serve as the front-line marketing 
and sales force for U.S. exports. Unless all Americans support competitiveness through exports, 
our nation’s trade deficit will surely continue. As noted earlier, exports are the engine of growth 
for the U.S. economy, and it is generally accepted that small and medium-sized companies 
provide the fuel for this engine When the engine of growth is stalled out by constrictive U.S. tax 
laws that are no longer appropriate, Americans everywhere pay the price. 

For years, supporters of the current Section 91 1 have emphasized that the exclusion is especially 
important to small and medium-sized companies operating in overseas markets. "Real world" 
experience has borne out that; 

1 ) Small companies, when trying to gain a foothold overseas, are more likely than large 
companies (many with an established overseas presence already) to draw on U.S. -based 
personnel to penetrate foreign markets. 

2) Small and medium-sized companies, because they lack the world-class name recognition 
that might provide them with open access to foreign customers, traditionally rely very 
heavily on Americans overseas to specify and purchase their products. 

3) Small and medium-sized companies are, by necessity, much more sensitive to individual 
cost elements and the financial bottom line. Without the foreign earned income exclusion 
to help make overseas Americans more competitive with foreign nationals, relatively few 
of these small and medium-sized companies would be able to hire Americans to fill 
overseas slots. 


Hnw ihe Foreign Earned LncQme_ExclusiQn Works for Companies that Em ploy Americans 
Abroad 

The cost of hiring an American varies widely around the world depending on such factors as 
local housing costs, local standards of living, availability of schools and recreation facilities, 
remoteness and hardships, and so forth. Nevertheless, it may be instructive to look at a typical 
example of how the foreign earned income exclusion works. The American Business Council of 
Ihe Gulf Countries, an Executive Committee member of the Section 9 1 1 Coalition, provided the 
following example. 

The cost for a grade school student to attend the American School in Dubai is 
approximately $10,000 per year - not for an exclusive private school, but for the only 
American curriculum school there. If an employer reimburses this cost for two children, 
the employee has an additional $20,000 of imputed taxable "income." This places an 
additional tax burden on the individual of up to $8,000, 

If the employer chooses to make the reimbursement of this school ing cost lax-neutral to 
the employee, the total reimbursement cost to the company could exceed $33,000 
(including the compounding effect of tax reimbursements, which are also considered 
taxable "income" to the employee). This represents a $1 3,000 (65 percent) additional 
cost to the company to provide education for the American employee's children 
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(compared to providing the same education for children of a comparable European 
employee) - simply because ofU.S. lax policy. 

If the employer provides an annual trip back to ihe United States for home leave for the 
employee and family (spouse and two children), the employee has an additional $ 1 0,000 
or more of taxable "income.” Emergency and sympathy travel generate taxable income; 
cost of living adjustments are considered taxable income; hardship allowances are taxable 
income; lax reimbursement is ta.xable income. 

In other words, as this typical example shows, taxable compensation that does not represent 
either "perks" or disposable income to the employee typically absorbs a very large part of the 
current $70,000 exclusion. This is a burden borne solely by Americans, significantly hampering 
their ability to compete in the international arena. 


Conclusion 

The foreign earned income exclusion for Americans working abroad is an important component 
of U.S. business competitiveness and will help reduce the federal deficit in the long run. Current 
law Section 9 1 1 generates lens of thousands of American jobs, strengthens our export position, 
and increases the U S. standard of living. 

Perhaps more than any other provision of law, the foreign earned income exclusion for 
Amencans working abroad helps to put U.S. citizens "in the field" around the world where they 
buy American, sell American, specify American, hire .American, and create opportunities for 
other Americans It has a direct impact on the competitiveness of American workers and U.S. 
companies operating in foreign markets - a substantial growth area for the United States now 
and as we move into the twenty-first century. 


To help place America on an equal footing with our trade competitors, real tax reform should 
provide a full exclusion for earned income abroad. If Congress ultimately decides instead to 
make only minor adjustments to current law then it should provide an exclusion that is no less 
than the current Section 9 1 1 with indexing against future inflationary losses. American jobs are 
on the line, especially for small and medium-sized businesses. 
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Chairman Archer. Thank you, Mr. Kaufman. 

Mr. Warren. 

STATEMENT OF WILLIAM WARREN, VICE PRESIDENT, TAX, 

TRW INC., CLEVELAND, OfflO; ON BEHALF OF EMERGENCY 

COMMITTEE FOR AMERICAN TRADE 

Mr. Warren. Mr. Chairman and Members of the Committee, my 
name is William Warren. I am vice president of tax for TRW, Inc., 
a U.S. company based in Cleveland, Ohio, which provides advanced 
technology products for the worldwide automotive, space, and de- 
fense markets. 

I am here today representing ECAT, the Emergency Committee 
for American Trade. ECAT represents over 50 large U.S. corpora- 
tions with vital interests in promoting American trade through 
competitive U.S. tax practices and tax laws. Its members employ 
over 4 million people and generate over $1 trillion in annual sales. 
A written statement has been prepared and is submitted for the 
record. 

The American business community must increasingly compete in 
a global environment. The competition is foreign companies who 
often receive preferential treatment from their home countries. 
With a U.S. Tax Code that often penalizes or discourages U.S. 
international business, competition is extremely difficult, and since 
1986, we have grown increasingly concerned with U.S. tax policies 
that affect this ability. 

There is particular concern with the perception by some in Con- 
gress that U.S. investments abroad are harmful to the U.S. econ- 
omy. This is incorrect. International investments by U.S. compa- 
nies gain worldwide market share and are essential to serve non- 
U.S. customers. These investments, by building U.S. competitive 
strength, help build a solid base for the U.S. economy, as shown 
in an ECAT study referenced in my written submission. 

A presence in a foreign country does not mean lost employment 
in the United States. Because overseas operations are good cus- 
tomers of U.S. operations, international expansion often results in 
more employment in the United States. Generally, a company, such 
as TRW, could not compete in a foreign market by expanding oper- 
ations in the United States. In our business, we must be near the 
customer. 

TRW, like many ECAT companies, grew up in the United States 
and is today in the Fortune 100 with a presence in 21 countries. 
TRW is proud of this ability to compete globally. Our employees 
gain from this success. Thus, it is important that tax policies en- 
hance the ability of U.S. companies to invest and compete globally. 

Taxation of U.S. international business under the current U.S. 
Tax Code was developed around the basic principle of avoidance of 
double taxation. Fundamental tax reform must retain this concept. 
Unfortunately, since 1986, we have seen constant attacks on and 
significant erosion of this basic principle, along with an enormous 
rise in tax complexity in the U.S. Tax Code’s international provi- 
sions. 

Fundamental tax reform must take a different course. Although 
there are many unknowns on the effect of any specific fundamental 
tax reform plan on U.S. international competitiveness, we encour- 
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age the study of this area. We also urge that international tax re- 
form efforts begin immediately to simplify the current Code and re- 
turn to basic principles. 

While we offer no specific endorsement of any outstanding fun- 
damental tax reform proposal, we do offer the following principles. 
Any new tax system: Must avoid double taxation of international 
earnings; must be simple, practical, well considered; must replace 
rather than add to the present income tax burden; must have a fair 
transition from the current system; should encourage exports and 
direct foreign investments; should ensure that imports and foreign- 
owned businesses operating in the United States are taxed no less 
than our participants; and should be revenue-neutral. 

In terms of immediate tax reform needs, we urge that Congress 
begin with the following simplification and reform efforts: Halt the 
expansion of subpart F and attempts to tax foreign-source income 
through a tax on what is commonly referred to as deferral; repeal 
section 956A; treat the European Economic Community as a single 
economic region for tax purposes; repeal the Private Foreign In- 
vestment Corp. provisions; protect the current Foreign Sales Corp. 
and export source rules; reverse the resourcing of U.S. expenses, 
such as U.S. interest expense; make the R&D tax credit permanent 
and ensure foreign royalties remain foreign sourced; and last, avoid 
tax treaty overrides through legislation. 

My written testimony elaborates on these areas. Again, we ap- 
preciate this opportunity to testify. 

[The prepared statement follows:] 
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TESTIMONY ON BEHALF OFTHE EMERGENCY COMMITTEE FOR AMERICAN TRADE 
BEFORE THE COMMIITEE ON WAYS AND MEANS HEARING ON 
THE IMPACT ON INTERNATIONAL COMPETITIVENESS OF 
REPLACING THE FEDERAL INCOM E TAX 

PRESENTED BY WILLIAM WARREN, VICE PRESIDENT, TAX, TRW INC. 

THURSDAY, JULY 18, 1996 

The Emergency Committ^ for American Trade (“ECAP') is pleased to offer this testimony on 
fundamental lax refonn and intemaOonal competitiveness to the Ways and Means Committee. ECAT is an 
organization that represents over 50 large U S. corporations with vital interests in intemationaj tax and trade. 
Its member companies employ over 4 million people and generate over $ ( tniiion in annual sales Its 
membership includes Amencan companies wlio are among our largest and best competitors for world 
markets. I am William Warren, Vice President for Tax at TRW, Inc., an Ohio-based company which 
provides advanced technology products for the worldwide automotive, space, and defense markets. TRWs 
annual sales exceed $10 billion and its worldwide employment is m excess of 66.000 

As we approach the tenth anniversary of the 1986 Tax Reform Act, it is a particularly fitting time to 
consider fundamental tax reform The Tax Reform Act was the last time Congress flattened tax rates and 
broadened the lax base Hiis was certainly a praiseworthy. aJbeil a somewhat temporary, accomplishment 

The Tax Refonn Act's ti eatmeni of international business, however, was considerably less 
praisewonliy The Act added enormous complexity and a host of new provisions which greatly Increased the 
risk of double taxation. This was done for a number of reasons — for example, to raise revenues and in 
recognition that ilie employees of an Amencan-owned plant in a foreign country do not vote T.ul perhaps 
most important was the notion harbored by some m Congress that American investment abroad was tax- 
motivated and harmful to our economy 

This norion is wrong Amencan companies invest abroad for business reasons •• tliat is wiiere tiie 
oil is. for example, or where llie timber grows, or where huge mfrastructuiecwiti acts are being awarded In 
short, that is where tlie resources and markets are that spur Uie growth and undergird the prospenly of llie 
Amencan economy. Amenca needs its companies to sell computers and software in tlie CU, trucks, autos, 
and parts in tlie booming economies of Southeast Asia; turbines, boilers, pipeline and engineering seixices 
for construction projects in China and tJie Mid-East; consumer goods in Canada and Mexico, and 
phannaceuficaJs to tlie sick and elderly of the world To do this, American business must have - directly in 
the markets in question - markenng and distribution systems, warehouses and parts depots, assembly and 
manufactunng operations, service and repair facilities, and the like American business must have these 
tilings locally to meet regulatory rules, to avoid tariffs and quotas, and. most importanily, to get the customer 
or contract. Taxation is an after-the-fact consideration Once it is clear an operation is needed within tlie EU, 
for example, in order to compete for European market sliare and serve European customers, it is appropriate 
to site that operation in a European tax-advantaged "development area," "coordination center," or 
"international /one " Our European compemors certainly do 

In addition to foreign operations. Amencan business needs one other tiling to compete effectively 
abroad. It needs its Government not to shackle it with lax burdens not faced by its competitors -- particularly 
double taxation. American companies bidding to sell. say. turbines, Ixiilers, structural steel, engineering and 
construction services, and so on ui connection with a hydroelectnc project in. say, India, need to be faxed no 
more than llie Japanese. Korean, German. Italian, and French companies bidding for iJie same business Tlie 
Amencan bid wall be too liigh if it must take into account both an bidian tax and double taxation imposed by 
the United Stales Or, if we nevertheless get tJie business the fust lime, oiu margins will be too thin, if 
double taxed, to attract the capital necessary to mount the next bid. 

If American business done abroad is taxed fairly here, it will be able to compete with anyone in llie 
woild. And iliis will be good, not bad, for oui economy. The notion tlial domestic jobs or domestic capital 
are lost when American business invests abroad is wioiigheaded. After all, the United States is a mature 
economy ^preaching zero population growth, and its citizeris comprise only 4% of llie world's population. 
Much of the acrion ftieling our ecoriomy lies with the oilier 96% 

In 1993, ECAT published a study entitled "Mainstay U" which amply demonstrates the positive 
impact of foreign direct Investment on theU S econoniy, based on an analysis of U.S. Department of 
Commerce data Tlie key findings of the study were dial: 

1 . The net return on tlie foreign investment of Amencan companies operating 

internationally is the most positive single element m the U S. balance of payments account 

In 1992 alone, the amounf returned lotheUS was almost $50 billion - $50 billion of 

additional capital for jobs formation, research, and capital improvements. 
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2. Exports accounted for fully 89%of U.S. economic growth in a recent 
three-year period, and American comparries with foreign operations and foreign facilities 
accounted for fully iwo-thirds of ihjs. 

3 Industries with the highest levels of foreign investment have the highest 

rale of exports and export growth. 

4. The higher the share of U.S direct investment in a foreign country, the 
more likely the U.S. is to have a merchandise trade surplus with that country. (It is no 
accident that Japan, whose markets are largely closed to our investment, is also largely 
closed to our exports — with the resultant trade imbalance of which we are all aware. ) 

5. The total number of jobs created by die exports of Amencan companies 
which operate abroad reached live million by 1990. according to the Department of 
Commerce. 

A copy of the executive summary of “Mainstay D” is attached to this testimony 

With the foregoing in mind, what can Congress do to insure America's competitiveness abroad*^ It 
should certainly analyze and debate new methods of taxation, such as consumption, sales, or other flat taxes. 
But such reform must be well-conceived, thoroughly considered, and finely executed That not one of our 
mtyor trading partners relies exclusively on any such tax serves fair warning on the difficulties involved. A 
hasty mistake could dislocate a major sector or region of our economy. Accordingly, it is unlikely that 
fundamental reform can come quickly In the meantime, simplification and reform of the income tax as it 
applies to international business, particularly reform of those provisions borne of the 1986 Tax Reform Act 
and its suspicions of international business, would be a major contribution. Such reform would: 

(1) Halt the expansion of subpart F •• that is. halt att^ks on "deferral" U.S. lax policy has 
always recognized that earnings produced abroad by a foreign corporation generally are not taxable in the 
United Sates until paid to a U S shareholder Cniics of this policy describe it as "deferral, " and brand it a 
"loophole" which stimulates the "runaway" of American business to foreign locations. But American 
companies invest abroad for business reasons, as explained above, which are essential to the well-being of 
our economy. Accordingly, the premature taxation of foreign earnings hurls our competitiveness, and should 
not be extended 


(2) Repeal section 9S6A . This provision was passed in 1993 as a continuation of the attack on 
deferral begun in 1986 It has remained controversial since its enactment, and is almost universally opposed 
by American industry. 


subpart F do not apply to operations within a single foreign country As Europe unifies, Amencan business 
has responded by operating regionally, not country-by-country Our Internal Revenue Code should 
recogruze diis. 


(4) Repeal for revise substantialM the so-called PFlC provisions as they apply to corporations 
The 1 986 Tax Reform Act added a whole new statutory re^me that further eroded "deferral." These 
provisions were originally thought to apply only to individual investors. Later tliey were "discovered," in 
whal was at first desenbed as a technical drafling error, to apply to corporations Now American companies 
must run the twin gauntlets of subpart F and PFlC with respect to the earnings of their foreign affiliates. If 
they fail either, money generated by a foreign company in a foreign site and still residing in that foreign 
business is taxed in the U.S currently. 


(5) ■ Protect the export source and FSC rules . These provisions are among the few GATT 

neutral, export incentives in the currenl Internal Revenue Code. They are understood and effective, with the 
export source rule in particular operating in an administratively ccwivenient manner for both taxpayers and the 
IRS. These provisions are very important to many of our largest exporters, yet come up year-afler-year as a 
potential source of revenue. 


(6) Reverse the "resourcine" of U S expenses, particularly interest . The 1986 Tax Refonn Act 
added new rules to sections 86 1 -865 of the Code, which haw produced hundreds of pages of 86 1 
regulations. These rules treat expenses incurred in the U.S. "as if’ they were incurred abroad. No m^or 
country permits U.S. expenses - for example, inieresi paidcxiaU.S. loan to a U.S. bank - lobe deducted 
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just because complex U S rules "deem" them to be partiaUy "foreiga" The so-caUed 861 rules are c»ie of 
the meior causes of double taxation, and for mar^ companies they are perhaps the major tax impediment to 
competitiveness. 

(7) Encourage R&D American companies comprte ihrougli injiovation, which should be 
encouraged by stable, long range tax policies which stimulate investment in research and experimentation. 

To this end, Congress should make permanent the R&D credit, and continue treating foreign royalties and 
license fees as foreign source. 

(8) Avoid legislative treaty overrides . Our tax policies are coordinated with a number of other 
countries, via treaty. General legislative pronouncements \^hich fail to account for the integration and 
cooperation necessary to avoid double taxation between major trading partners are ill-considered. Congress 
must remember that when it announces broadly that it will "level the playing field," it is not in unilater?’ 
control of the field internationally 

(9) Recharacterize income m certain loss situations U.S source income should be 
recharacterized as foreign source income where a taxp<yer has suffered a reduction in foreign tax credit 
limitation in a prior year as a result of an overall domestic loss. This treatment would be symmetrical with 
that currently accorded overall foreign losses. 

We know that many EC AT companies will wnie separately and in greater detail to the Committee 
about these issues. 

Returning to the Committee's longer-range goal of replacing the income tax with a wholly different 
tax system, we note that there are a number of competing prq>osals, each with its benefits and detriments, 
and each supported by different economists and theoreticians In other words, the Committee work in this 
area is just beginning Nevertheless. ECAT believes that any fundamental reform must be based on the 
following principles: 

1 . Any new tax must avoid double taxation of the earnings produced abroad by American 
affiliates competing in world markets. 

2. Any new tax must be practical and well-considered, not theoretical or experimental. The 
Committee must not trade the frying pan for the fire, and must adjust with prudence and foresight an 
economy measured in trillions of dollars and an income tax lliat raises over S800 billion. 

3. Any new tax must replace (in whole or part) - but not add to - our present income tax 

burden. 

4. Any new tax should provide for fair transition from our current system — for example, the 
new system cannot tax historical overseas earnings on which foreign taxes have already been paid. 

5. Any new tax should encourage exports and direct American investment in foreign markets. 

6 Any new tax should insure that imports and foreign businesses participating directly in our 

marketplace are taxed no less than our own participants. 

7. Any new tax should be essentially revenue neutral, because prudent budget policies remain 
fundamentally important to economic expansion. 

8. Any new tax should insure tlial the after-lax return on U S. RAD is not undermined . 

ECAT and its member companies will be pleased to assist the Committee and to participate in the 
dialogue as this very important initiative proceeds. We ask that this irutial statement be included in the 
record. 
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Hxeciicivc Suiiiinary 

I li)5> Study cx.iiniucs tlic role ol U.S inultinniioii.il coqiorarioiis in tlic U..S. ecoiiorny 110111 
l^ASN tlirough 1991 , vviih .111 enijiiiasis on tlic nuiuitactniing sceior Most ot the il.il.i icl.ic 
me to U S iiitiltiD.ilion.il companies nml iheir (oictu;ii .illili.ites arc lieriwil Ironi ollici.il U S 
(.iincruinciit statistics, principally the U.S Depart incut of Coniincrcc's annual sui-vee, “U S 
Diicct luvcsrmenr Abroaih Operatkms ol U.S. Coinp.inie.s aiul 1 heir horcien Alliti.iies." 
C!(>iiiprclicn5ivc bciicliinaik surwys were coiiiplececi in 1982 .nncl 1989. D.il.i lor inicnciime 
yc.irs are Inscd on slightly less derailed .mnu.al sursevs l>.Ua on inicrn.uion.il tiir.>ii<.i.il Hows 
rcl.iicc.) lu lined invcsiment were obtained Iroin U.S. Iwlancc of-p.ivnienis statisiics, as re 
ported quarterly m the “Siirscy orCiurrciu lUisincss.”* Inteiiiation.il coinp.uisons .lie based 
piiiujtvly on Org.miialion lor Lcunoinic Coupcraiion and Dcvclopnicnr (OKt.D) data 
I lie study shores conilusivcly that nuiltinntioiial coinpaiiie.s niadc siroiiclv |H)sitice eoniii 
buiions to tllc U.S balance of payments tlirougliont tile IVS^'s .ind into the 1990 s line 
did so during a ilccade characierizod by a massive dcterioratiuii of the U.S. trade b.il.intc, us 
niternatiunal pavmcnts bnl.ancc, .and its global financial position. Indcid. mukina(iou.il com- 
p.inies are now ihc single niusi positive hictor in ihe U S balance ol payiiteats. MaJ ic not 
been lor the outstaiuliug perforin.aiicc of mnlliniitional coinpaiiics dnrinc the 1980 s. die m 
tcrnationa! economic position of the United Stales would have been lar woise, given die 
weaker performance of corporations oriented priniahly tow.ird the domestic market 
The report's principal factual liiidings arc JS follows: 

•TJie overuaz bushiesi operntion} of U.S- multinational companies contributed a 
I ecord net sn>plm 0 / SI 50 billiost in 1900 to the U.S- balance of payntents. 

*Foy the total pet iod, 1982 to 1990, U.S. mi4ltttsaiional compnnie} contributed an 
nvernjje net surplus of SS3 billion annually to the U.S. balance of payments. 

Tlic report demonstrates that overseas investmem by U S multinacional companies coiv 
tributes to tlic health of tlic coiTipanics, to U S. domestic employment and to the overall 
strength of the U S economy. l-oHowmg arc the detailed linJings oiTJic report. 

I 

American Companies With Overseas Investments Hns'e Been Wn/finj A liarii fijjht •— 
And A Sneeessful One — To Keep Exports Flowiney From Ihe United Stales. 

• On the tnerchandise trade accouni, their sin plities ivss from a net sinplut uf $46 bil- 
lion in 1VS4 to a net snrplui ofSSO billion in 1990. 

• 'Iheie trade surpluses trei-e earncti in almost eviiy indiislnal u cinr. 

11) coiitrost, the overall U S. iiade balance lor manufactnies dcierioiaitd steadily to a ilelicit 
of5l25 billion in 1987. endme; the viecade in 1990 with a dclicit ol 573 billion Witliom 
tlic cnuriDous balance of paiincnt surpluses of mnliiiiational companies, the Mate ol ihe 
U..S balance of payments would liavc been tttily calaniitons vsitli concomitant adverse clicct.s 
on tlie U.S economy. 

* V7/r dinniiific diUiuiration of On U S mexhandtse fade balauii in the lint l.-n/y nj 
O/e I9S0's n-as driven by cUaih identifiable Mirtf>«ecu»i«»«rc Ihrees 

riic most miporiam l.iciois wen. the oveivahiaiion of the U.S. dollai, up 37 percent in real 
icniis against 40 leading iiitei national competitors liom 1980- 1985, and a lapid growth in 
U S domestic demand m 19X2 1985 iclalivc 10 other indnsiiiah/cd coimtiics Sinnlaiiy, llic 
siihscqiiciit rccovciy m U-S. exports and welcome iniprovcments in the iiicicliandisc traiic 
balance can be traced to a revcisal in these inacroeatiiomic trends. ITul U.S muKmanon.il 
linns not made foicign investinenrs, the trade halance would have Ikcii far woisc 

•L.\p<» ts hr U 5 . miiltiiintional (nnipattici have risen sharply snitc 1 98.^ (Real U S 
r.v/io)f H percent annnalh from I9S6199I, the hujhcst foi anyfivc- 
•.eny pe> ind in U S. history ) 

• L' S. e.ypm is aceaiinud fur S9 1 'nrcnl of U.S Cf<;//ruioV^/f»v'H't/; dnrina I9S9 199} 

•U.S iniillinational companies accnniilid for npphi.yimatcly tivo -thirds of US mann • 
fn It lived exports 

II 

77;c PJeC Retsmi On Tlsc Foreign Investments Of U.S. Muhinationnl Companies 
Is The Most Positive Sisi/jlr Element In Ihe U.S. Ralnnec Of Payments Account 
With Vic Rest Of Ihe World. 

Ni;t only have nmhinaoonal firms achieved huge surpluses on trade acconin, the nci icp.mi- 
aied cariungs from ihcii overseas investments h.ivc also been consisientlv posilisc ns liavc 
then oiciall hnancial traiisaciions. 

• hn J 992, their net repatriated rai ninefs reaebed $48 billion Ihese eai niiiejs — the 

.'hm c net II ally hronitht home to the United States — hare been the mo'i pusiiivc sinplr 
; the U S. balance uf pavnients. 
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^Vhile frtiirumn siibslnniinl tiniii' niiii I'nhtiicr vf /inyiiimrs fiirpliisis in the Uniit'ii 
iilnlii, iiiiilltiinliounl cuiiifiiiiicf iiniltimc tii bmld iluii opci iHimis /liironii, ilii rein n<- 
(II I inn fiitiiK n limit, Tlicv Ho thu primnrilv ihiouffh ihc rfini'isnncnt of nrrytenf 
fiiniinn' miH not thiiiiniii the cxpoi it of JhnHs fnnii Uh ViiileH Sl/ii, ■ 


III 

ItivcilinruU Abt'ond Keep Aincricnii Coinpniiifs Cioiiipctilire 

* hi Vi stimuli ln■|^l'St'os (liable uiiiUuniiioiinl rompamrf to rujovnidiier t iiiiioiiiics ot 
<cn/i\ III ndidil'Y nfcen n foixijjii ninrlttj. and lujiislniii the n’mldu-iiU ri.tiiin h nu-l 
di vilopiiinit iKtiviln't iudi.tpciifablc /« iiiahtlniiiiiiji coiiipeiiiiremst in an iii, iia>- 

I i//?/v oh'bal I nririiiiiih iit. 

U S tii'm-- .iiilI inilusiiiLS lli.U li;ivc Ixcn llu' ii««i n^j^rvsMVc in iinc**:- 

niciU'N h.uc .iIm» liv'cii the iimsi mxccssIuI in exp.in«(iiiy i'lnh ilicii U S lxjhhC. 
m.iikel sh.xics 

• hidnnricf iviih the hiphtST levels “J foirijin inrmuieui have the hijihesr iiiii nj ixpntit 
mid I ounvth. 

Iwi’iius U' iivtiM'.ts .tlViliiUcs .ucounuei l'c»r a sicail»ly rising sluiv «il n«i.il exports by imiliin.i’ 
ii(ui;\! .tiut .tit i.iH'ii.).)tctl mumi^Iv aiui |Hisiiivtly tviili ci‘*“ ll' ii‘ .iJKIi.tii. 

s.ilfs I'his dciniinviiaits .1 tiiiitally litiporiam .ispttr tiriuivitin inttstinciii I't imilim,itniii.il 
coiup.mics, i c ilt-it tsptnis lulltHi iiivcstnitni. 


'Ilh htiihti- tih iliiin Ilf U.S. duett iiiiiiiiifiidiii iiiji iiivtitnitiie in itfonni'i u'liniiy. 
the niute hbely the U S. n to Inn'e <1 luerclntudise luuU unpins ivilh ihul lonufi-r ( ilie 
it/iilift pniKilynflJ.S do tit imtsiinents m japnu, fo- i* n initpir 

ii'hv U-S. I'l that toinilry mt relntively uinill.) 


IV 

Fon-tpn luuatintnt Sen-es Foreign iMnrkcfs. 

♦'/7/« iindirlyin/} furjoreisjn diteci tnresliufit u la pemirnte mavLets nlhii- 

wise ninceessible tn U-S finin and then to proiett or e.xpnnd nini ket 

share. U.S. fi>r(ii\>i alftliiiitS thuf /<r«rfi;wiiH(iM//v set iv the foi-eirin inaiheis ivlni e ihey 
an liieated — or ihi’d-tonntiy innrkets 

•Lwlndifij) Canada, only 7.1 peneut of total utlei by U-S. Jbreiyin innii/ij'a(tiiniui aj- 
filiates ivet-e to the US. niniket in IhhO — a perceutaiie that was icinaykitblr stable 
e/jioiiiihoiit the }97V'fand iVHV'. 

Tlicst niiinbcfs slio't the iiicrc.tsini^ in»jx>fis titat have Ixtit ciirtiin^ l!it Unitti.1 .Si.itts 
in tlif ptrioil cotcicd are r.iitly being proiUitcd by alliliatcs «»J Ameiitaii eonipanies A.-tm J- 
mclt . rinv teshittions on U S. intestntcnt ovciscas wonKl nor ineaningruUv vtdtice inipoi is 
as IS oltcii conttiidcci by opponents of tbreign mvtsonents. KatlKT tl»a« jcplaong OunKsiit 
proJiieiioii. ibreign niannlaeiiiring by U.S.- basest iniilunaiional eonipjnies lias intveaseb the 
toliiine of American c.sporis 

Horeistn nncstuicnts result in tspons oi intennediate pans and eomptnKnis and may t'tii 
produce an immediate foreign demand lor U.S. capital goods for new lacilitics or modeni' 
izacion These meestiueius establish a market lor exports ol pioJnets associated with tlie 
goods prosluccd abroad and for exports where local dcin.tnd exceeds local productive c.'pav 
itv but does not warrant ma|uf expansion Foreign invesimem helps jxipulanzc U.S iradc' 
marks and brand names and to customize products to local need It enables U S. conipaincs 
to put 111 the kind of sen ice and disiribiition networks that could iu>r be stipponcd b\' e.x- 
pons alone. 

V 

The Croivlb In U.S. Mnltntalional Cvni panics' Expaits And Intcriiationnl /in crfmnif.i 
Has generated inerrnsed Finplaynient lot TlKir US. Wuikers. 


« III addition la their ci ttttaJ ciininbntion to the US. balance of payments noted nlinvc, 

U S companies have been and coniinnc to be ie>ponsilde for sti/niji- 

ennr eitipliivinenl m the U S econoiny — niurli of which n jffiurnrrd by ihm Jorivin 
investment 

•7//I toial innnber of U S jobs created direcilr or indirtctlv bv the mannfacliiied c.y- 
poi IS Ilf U.S ifinltinational companies reached S million in 1990 , based on U Di ■ 
part III flit of Cnnnnercr rrdninrer of the number of mnnitjactininti and nonmnniijin 
liiniiy) join peneratid per billion dollars of nianiifaetiired e.xports 

During ihe lySO’s, uianul.icruring nuihiiiaiioiul companies h.id a better reexird on eiupli/} - 
nieiil than the rvpieal large U.S iiiaiiuiacturing lirni. With the economic duuntmii and 
iiKie.ised piessuie fiom foreign imnpeuiois, einployinent b) U S imillinatinn.il coinp.mv 
paieiiis fell slmhtlv from 1982 - 1989 . That decline, however, was \ul>stami.illy sinallei ihau 
the dvi line in empluvineiu by Foriime 50 d coinpaiiies as a w hole 
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Findings 

1 lie abo' 0 111 I (.i lugs dcnutiisiiaic iliac rhe !>iinplc coni cni ion lhai iiiiiliin.ui<)ii.i! l on litanies 
ail. Iiai iiiing the U S. ctonomv by shilling jobs abroad and inipuriing chtapci' pi inliitis iiiio 
the Unned .St.itcs docs not bear up under sciuiiny. lUilhei, ihe e.v.iei iippositc is true Invest 
nieiu abroad by multinational coinj^anies provides the |vl.iitorni Tor uiovvih in e.spoi l.s nmi 
creates jobs in tlic United Stales. 

I lie siiidv provides data to back up the fact ihat coinpaiiies that ihink and .ici eloballv ser 
the jiace lor U S. exports. I'or such ctinipanies. their foreign investments ercaic a eoiistaivt 
av\ aicness rjf market opportunities lor U.S. ex|>orts, winch niiglil tnlicnvise go iinnotieed. 
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Chairman ARCHER. Thank you, Mr. Warren. 

We do have to go to vote, and I am going to have to excuse my- 
self shortly, but I want to quickly ask a question or two and hope- 
fully get some brief answers. 

Is it true foreign countries tax their own corporations’ foreign- 
source income only if they are operating in countries which have 
an income tax? 

Mr. Conway. I would say, Mr. Chairman, that I would like to 
take a crack at that. The answer is no. There are situations like 
Japan, for example, where they have tax sparing. So that, if a Jap- 
anese company is able to take advantage of a local tax incentive, 
they will essentially be able to preserve that. 

^^en they repatriate the income back to Japan, they can pre- 
serve the low taxed income. They aren’t taxed up to the full Japa- 
nese rate. So they can take advantage of lower taxes outside of 
their jurisdiction. 

Japan has a double system like the United States but it is far 
more business oriented and designed to encourage foreign and di- 
rect investment. 

Chairman Archer. Then, would it be fair to say that most Euro- 
pean countries tax foreign-source income only when their corpora- 
tions operate in foreign countries that have an income tax? 

Ms. Dunahoo. I think it is impossible to make a blanket state- 
ment on that question. 

Chairman Archer. Are there a number of countries that operate 
that way? 

Ms. Dunahoo. The law varies from country to country. For in- 
stance, in the Netherlands, they have a territorial system and just 
exempt foreign-source income, even when it is brought back and 
paid as dividends to the Netherlands’ parent from other countries. 

Chairman Archer. Maybe I am not making my question clear. 
Most all of our industrial competitors do not tax foreign-source in- 
come. But is it not also true that there is a provision in their law 
that says that that applies only where the foreign country in which 
the income is earned has an income tax? Since offshore countries 
have income taxes, the foreign-source income is not taxed. Is that 
not generally a fair statement? 

Ms. Dunahoo. That is probably true in the case of most coun- 
tries. 

Chairman ARCHER. OK. Mr. Warren, although you said you were 
not going to take a position between the various proposals, I lis- 
tened carefully to what you said. I thought you said replace the 
current income tax. Now, that says to me that a flat tax doesn’t 
qualify because it is still an income tax. 

Mr. Warren. Well, our position was that if you are going to 
enact a new tax system, it should be a complete replacement for 
the old system. Let us not have two systems simultaneously taxing 
with the added complexities. 

Chairman ARCHER. So complete replacement does not mean dis- 
continuing taxing income as the base and perhaps having two rates 
and having a number of deductions. But it would still be considered 
to be a replacement of the current income tax. 

Mr. Warren. What we are urging is simplification. Simplification 
is not achieved by having multiple tax systems. 
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Chairman ARCHER. You are hedging all of your bets. I just want- 
ed to be sure I understood. 

I am going to go vote, but I would like for you to submit for the 
record or perhaps testify about, how PFIC and 956A work against 
investment in this country, and promote investment in foreign 
countries because I don’t think that the majority of my colleagues 
understand that. I personally agree with you that we should repeal 
PFIC and 956A. However, we need the information in the record 
as to precisely how these provisions work against the best interests 
of this country. 

Mr. Warren. Thank you, Mr. Chairman. 

[The following was subsequently received:] 
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SUPPLEMENTAL STATEMENT 
OF THE EMERGENCY COMMITTEE FOR AMERICAN TRADE 
TO THE COMMITTEE ON WAYS AND MEANS 
U.S. HOUSE OF REPRESENTATIVES 

FEBRUARY 13. 1997 

At beariogs last July on fundamental tax refonn, Chainnan Archer commented critically on the PFIC 
provisions of the Internal Revenue Code in questioning ECAT's witness. Staff of the Ways and Means 
Committee recently contacted ECAT requesting a short, supplemental statement expressing ECAT's views on 
PFICs. ECAT is pleased to respond as follows: 

"In hearings on July 18, 1996, Chairman Archer expressed his personal view that the 
PFIC provisions of the Internal Revenue Code should be repealed because they work negatively 
against the best interest of this country. ECAT agrees. 

The PFIC provisions levy a current U.S. tax on a foreign corporation with U.S. 
shar^olders if the foreign corporation has *too much* capital or makes "too much” non- 
operating income. The PFIC provisions are another 'anti-deferral" regime. American 
companies coiiq>eting abroad are already subject to the anti-deferral regime of Subpart F. Now 
they must run the twin gauntlets of Subpart F and PFIC with respect to the earnings of their 
foreign affiliates. If they fail either, money generated by a foreign affiliate in a foreign site and 
still residing in that foreign business is taxed in the U.S. currently. This is a complicated and 
costly burden not borne by our competitors. 

The PFIC provisions were home of the misguided notion that American investment 
abroad is tax-motivated and harmful to our economy. Of course. American companies invest 
abroad for business, not tax reasons — that is where the resources and markets are that spur the 
growth and undergird the prosperity of the American economy. America needs its companies to 
sell computers and software in the EU; trucks, uitos. and parts in the booming economies of 
Southeast Asia; turbines, boilers, pipeline, and engineering services for construction projects in 
China and the Mid-East; consumer goods in Canada and Mexico; and pharmaceuticals to the 
sick and elderly of the world. To do this, American business must have ~ directly in the 
markets in question — maiketiog and distribution systems, warehouses and parts depots, 
assembly and manufacturing operations, service and repair facilities, and the like. 

Most importantly, to do all this so as to compete effectively abroad, American 
businesses need capital. The PFIC provisions are offbase in adjudging that a U.S. -controlled 
foreign corporation can have "too much* capital. These provisions make no allowance for the 
accumulation of capital necessary, for example, Co build state-of-the-art manufactufiog facilities 
to service foreign markets, or to purchase the sophisticated equipment necessary to compete 
against the best the Germans, Japanese, or others have to offer. 

Congress recognized a similar misstep when it repealed section 956A last year. Now it 
should repeal the application of PFIC to American businesses already covered by Subpart F. 

Or, at a minimum, repeal the portion of the PFIC provisions that apply to the accumulation of 
capital, while retaining that portion that applies to the generation of "too much" non-operating 
income (as a safegiiard against the rare abuse). 

If American business done abroad is taxed fairly here ~ with noo-duplicative, 
administrable provisions that recognize the le^timate capital needs inherent in a global 
marketplace — American business will be able to compete with anyone in the world. " 
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Mr. Hancock [presiding]. The subject is quite obvious, but there 
are some questions we would like to get some comments on and be- 
come part of the record. 

Ms. Dunahoo — is that right, “Dunahoo”? 

Ms. Dunahoo. “Dunahoo,” right. 

Mr. Hancock. Your testimony raises an interesting issue, and 
that is. How will foreign governments respond to our tax restruc- 
turing efforts? 

As a practical matter, how do you think it will be for the United 
States to enact tax restructuring legislation that is acceptable to 
most, if not all, of our major trading partners? 

Ms. Dunahoo. Well, I think, as I mentioned briefly in my oral 
statement, it is very difficult to predict how other countries will 
react, and they all are not likely to react in the same way. 

What we have done is identify some of the major possibilities, 
but I think it will depend to a great extent on exactly how the fun- 
damental tax reform is structured; for instance, whether the Unit- 
ed States not only repeals its income tax, but also repeals withhold- 
ing taxes on portfolio investment income paid out to foreign per- 
sons. If we repeal both of those, then the United States becomes, 
from the perspective of other countries, a potential magnet for in- 
vestment capital, and it is not hard to imagine that other countries 
might be unsettled by a sudden outflow of capital from their coun- 
tries. Obviously, the degree to which that is a risk depends on ex- 
actly how the tax system is structured. 

It is difficult to predict how other countries would react in the 
case of treaties because treaties fulfill so many different functions 
in the international tax system. The one that receives the most 
play, really, is the reduction of withholding taxes on cross-border 
flows of income, and those reductions are normally negotiated as 
a reciprocal matter. 

If the United States moved to unilaterally repeal its withholding 
taxes on all investment income leaving the country, then the other 
countries might very well feel that they have nothing additional to 
gain in that regard by entering into a treaty or by maintaining a 
treaty relationship with the United States. 

On the other hand, they may think. Well, we have to reduce 
what are typically very high statutory withholding rates in order 
to continue to attract U.S. capital to their countries. 

So I am afraid we aren’t really in a position to offer any assur- 
ances on this issue either. I think it is something that deserves a 
lot more exploration and perhaps discussion with other countries. 

Mr. Hancock. Mr. Warren, in your testimony, you cautioned the 
Committee against passing any legislative treaty overrides. Would 
you share with the Committee some of the practical problems 
caused by legislative treaty overrides? 

Mr. Warren. In international business, part of the international 
business community, we rely on the existing tax treaty network to 
build a system not only of fair taxation between countries based on 
country-to-country negotiation, but also a system to resolve inter- 
national tax audit disputes through what is commonly referred to 
as the competent authority process. 

Tax treaty overrides through legislation based on, let us call it, 
broad principles of overriding issues, lead to a great deal of tension 
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between countries. Our fear is it will make it more and more dif- 
ficult to resolve existing audit issues and interpret existing stat- 
utes. 

We rely on and invest in foreign countries in anticipation of cer- 
tain tax rates applying to dividend flows coming back to the United 
States. 

For a treaty to be entered into, again, based on bilateral negotia- 
tions and then overridden after 3, 4, or 5 years, or perhaps later, 
simply leads to tension between the two countries and trade bar- 
riers we think are not in the best interest of the United States 
from an economic standpoint. 

Mr. Hancock. Also, in your testimony, you note that a restruc- 
tured tax system should encourage exports and U.S. investments. 
I think we are all trying to get there. 

Do you have any specific proposals you feel would achieve either 
or both of these objectives, and if so, would you share it with the 
Committee? 

Mr. Warren. As a company, TRW exports a number of parts and 
services to our foreign affiliates. 

The existing Tax Code through the sourcing rule, what is com- 
monly referred to as the 863(b) foreign sourcing rules for export 
sales, is certainly an incentive. We use those rules in doing 
sourcing studies, and it does result in direct exports from the Unit- 
ed States. 

The foreign sales corporation rules, again, go into the same stud- 
ies. For example, if we have an opportunity or a need for a German 
affiliate to buy parts, we might be able to source those parts out 
of Spain, out of the United Kingdom, or out of the United States. 
The existing Tax Code does encourage U.S. exports of related parts, 
and it does generate exports. I think that is the type of rules that 
need to be solidified. From time to time, they do come under attack 
through different proposals being offered within the Congress, and 
I think it is important Congress understand that those rules do 
work, they are used, and they do generate U.S. exports. 

Mr. Hancock. Thank you, Mr. Warren. Mr. Kaufman, how im- 
portant a role does the section 911 exclusion play when U.S. busi- 
nesses are recruiting employees for work in a developing country? 

Mr. Kaufman. The section 911 exclusion plays a very important 
role when we are moving into developing countries. Many develop- 
ing countries might have a lower tax rate in order to try to get in- 
vestment within their country. So, therefore, foreign tax credits 
alone won’t remove the U.S. tax. We need the section 911 exclusion 
or else the American simply costs more to go into that developing 
country than the German or the Japanese or the Swede or the citi- 
zen of any other country in the world. This is a very clear situa- 
tion. In comparison to any other industrialized country, we are the 
only ones that would tax the American while they work abroad. So, 
without section 911, we are putting ourselves at a disadvantage 
when we are trying to move into those emerging markets. 

Mr. Hancock. Mr. Conway, your testimony briefly referred to 
section 956A and the PFIC rules. Can you tell the Committee how 
these provisions have affected your particular company’s business? 

Mr. Conway. Sure. The 956A rule requires essentially that the 
U.S. company, like UTC, do a calculation at the end of every quar- 
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ter of business to determine how much cash we have accumulated 
in our corporations outside of the United States, and these compa- 
nies are operating companies that are generating active income 
outside the United States Now, with the enactment of 956A, what 
happens is we have to do a computation to determine whether or 
not we exceed the 25-percent threshold because, if we do, deferral 
has been terminated, and we have experienced this second level of 
taxation. 

The problem here, as I said before, is we want to use the cash 
generated from these offshore operations to fund our expansion into 
these emerging markets, and the fact of the matter is, for example, 
we are in the elevator service business. When we enter into these 
emerging markets, the way we can obtain business is through part- 
nerships. We just can’t go in and construct new buildings, so there 
will be new elevators. We have to compete for the existing con- 
tracts. 

So we use cash to do that, and once we are in the market and 
we are increasing the business, we want to use the cash generated 
in the foreign market. We don’t want to have to repatriate it back 
to the United States, incur an additional level of taxation, with- 
holding tax, and then have to reinvest it back outside of the United 
States. 

By the same token, we want to make sure that the U.S. cash 
that we generate is available for our U.S. needs. I refer to our re- 
search and development expenditures. 

So 956A has the effect for us of partially repealing deferral, and 
it means that at the end of every quarter, UTC has to do a calcula- 
tion. We have 300 corporations operating outside the United States 
who are potentially impacted by this rule, and it involves not only 
the tax people. You have to get finance people, business people in- 
volved in looking at the numbers to see if 956A applies. There is 
a tremendous opportunity cost that is associated with the complex- 
ity of our foreign international tax system that needs to be recog- 
nized. It is a major detriment to U.S. companies. 

Mr. Hancock. Thank you very much. 

Mr. Gibbons, the Ranking Member. 

Mr. Gibbons. Thank you very much. 

I appreciate all of you coming here and telling us about your 
problems. I hate to throw cold water on anybody’s parade, but hav- 
ing been around here a while, I don’t think Congress possesses the 
ability to go back and to really readjust all of these very complex 
income tax problems that you all are concerned with and that we 
largely created here. 

I have watched the deterioration of the process over the years, 
and I have become pretty convinced that Congress just will not go 
back and undo all the horror stories we have imposed upon you, 
but that we may take a chance and go for something brandnew 
that will give you an opportunity to compete more fairly in the 
international marketplace. So that is where my remarks are di- 
rected. 

Ms. Dunahoo, I think you were wise to say that whatever we do, 
there is going to be some kind of international response to it. So 
I think that what we should try to do is to join the international 
parade as far as taxes are concerned and to be in a position where 
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there will be the least amount of criticism of what we do in all of 
that, and that is why I have gone to a destination-principle, 
subtraction-method, value-added tax because I think it will be the 
cleanest. 

I don’t see how any of our foreign competitors can really oppose 
our applying it or treat us unfairly because of that. Essentially, I 
think they are heading in that direction. 

Mr. Warren, I would like to think Congress could go back and 
correct all of the horror stories that you lay out there, but it is just 
not in the cards. I know these folks really well. I respect them all, 
but I just don’t think we have got the desire to go back and fight 
all of those battles, those rearguard actions, but I do think that 
there is a growing groundswell within Congress here to do that. 

Mr. Kaufman, I realize we have made the American worker the 
most expensive to hire, the last hired, the first fired, and not only 
does it have an impact on American employment, but it has a huge 
impact on our trade position because Americans, when they are 
hired, tend to purchase from American concerns. They tend to de- 
sign into the product, the American product, the American sub- 
components, and we have played a stupid game in taxing Ameri- 
cans’ personal income, so that we make Americans very unattrac- 
tive as far as hiring is concerned in foreign environments. 

So I applaud each of your coming here. I hope we can all join 
hands somewhere down the road and realize that we have got to 
move forward and we can’t go back and repair the horror stories 
we have imposed upon you. 

Thank you very much for coming and helping us with this. 

Mr. Hancock. Thank you. 

Mr. Laughlin, the gentleman from Texas. 

Mr. Laughlin. Thank you, Mr. Chairman. 

Mr. Conway, how difficult does the Tax Code’s current inter- 
national tax rules make it for U.S. companies to compete overseas, 
and would you tell us why? 

Mr. Conway. I think there are essentially two aspects, one proce- 
dure and one substantive. 

Number one, we have to have a mechanism in place to deal with 
our second layer of taxation. So we have to have a tax department. 
We have to collect a significant amount of financial information 
from our overseas operations in order to comply with the laws. 

In addition, we have to get the business people involved to focus 
on that information to make sure it is accurate, to update it, and 
when we have tax audits, inevitably, we get them involved in veri- 
fying all of this information. So there is a tremendous amount of 
time and effort that is involved in making sure we comply with the 
system, but more importantly, where we suffer, I think the major 
competitive disadvantage is when we are trying to compete in the 
market with, say, a company from Germany, like the Schindler Co. 

If we are competing in an emerging market somewhere in Latin 
America or in the Far East and we are both looking at an acquisi- 
tion, there are many cases where our people will come in with 
projects that are impacted by these rules. 

Recently, I was involved in such a project. We were going to ac- 
quire a 49-percent interest in an existing business that had a good 
market share in a market that is important to us. I pointed out to 
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our business people that we were going to be at an economic dis- 
advantage because, in doing the foreign tax credit calculation, 
there would be inefficiencies. We would have to do a separate cal- 
culation for this particular entity, and there are 30 entities we 
have to do that calculation for each year. 

I am not complaining about the fact we have to do the calcula- 
tion, but there is a built-in inefficiency in putting this company in 
a separate foreign tax credit calculation basket. If the taxes are 
higher than the U.S. rate, we are precluded from averaging them 
in. If they are lower than the U.S. rate, we wind up paying the ad- 
ditional U.S. tax. 

Our average tax burden on that particular acquisition goes up 
dramatically, and I can tell you the Schindler Co., a German-based 
competitor, is not subject to that. So it is inhibiting our ability to 
compete. It is an economic factor in competing against these other 
companies. 

The other thing we are talking about is double taxation. In fact, 
what we have is triple taxation. Most of our competitors outside 
the United States have imputation systems where the corporate 
tax is a credit to the shareholder tax, so that they tax income 
earned by a business once. 

In the United States, our income is taxed potentially three times, 
and I recognize there is a need to raise revenue, and we can adjust 
the rate, but we have three levels of taxation, three tax systems 
to maintain. When you look at this on an operating basis, it does 
have a significant material adverse impact. It is not just the people 
in the tax department who are affected by this. It affects our abil- 
ity to compete as a business. 

Mr. Laughlin. Mr. Kaufman, your testimony states that studies 
and statistical data are available to show a direct correlation be- 
tween the number of Americans working overseas and the level of 
U.S. exports. Could you furnish the Committee with some of these 
statistics and the data? 

Mr. Kaufman. Yes, I would be very pleased to, and I will make 
available to the Committee both of our full studies. 

A number of studies were done in the seventies and also in the 
eighties. We have now completed two additional reports in the 
nineties with the most recent data available. As Congressman Gib- 
bons commented, when you have the American overseas who is 
there designing that plant, bringing over the heavy equipment to 
dig out the area and build that plant, they are going to purchase 
equipment from the companies they are most familiar with. These 
studies show how many people benefit from Americans abroad buy- 
ing from the American companies they are used to, and how that 
generates an enormous number of additional new jobs. We will sup- 
ply these reports to the Committee. 

[The following was subsequently received. The studies are being 
retained in the Committee’s files.] 
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SECTION 911 SURVEY RESULTS ARE IN 

Survey Finds Exclusion is Especially Important to Smalt & Medium-Sized Companies 


The Section 911 Coalition recently announced the findings of its "American Competitiveness 
Survey" undertaken in 1995. With nearly 150 companies and associations responding to the 
survey, it represents the largest and most broad-based Section 91 1 survey ever conducted. 

The six-page survey examined the importance of the $70,000 foreign earned income exclusion 
(under Section 911 of the U.S. Tax Code) and its impact on America's global competitiveness. 
A report prepared by economisLs at the Johns Hopkins University School of Advanced 
International Studies. Drs. Charles Pearson and James Riedel, found that: 


■ The Section 911 exclusion is especially important to small and medium-sized firms 
(including International and American schools abroad), which are at least ten times 
more dependent on Section 91 1 than are the large firms that were surveyed. Eighly- 
iwo percent of small and medium-sized firms said that a loss of the exclusion would 
result in a moderate (6 to 25 percent) or major (above 25 percent) change in their 
ability to compete abroad. 

■ Nearly two-thirds (65 percent) of respondents felt that their ability to secure projects 
and compete abroad would be improved if the current exclusion ($70,000) were raised 
to $100,000 - as proposed in H.R. 57 by Rep. Bill Archer, Chairman of the House 
Ways and Means Committee. 

■ Americans abroad showed a strong tendency to source goods and services produced in 
the United States. Seventy-seven percent of respondents said that nationality has an 
effect on sourcing decisions. Among small and medium-sized firms, the number is 
even higher: 89 percent said their American expatriate employees prefer to Buy 
American. 

■ Compensation costs are significant in determining whether or not to hire U.S. nationals 
overseas, and the Section 911 exclusion is important in holding down compensation 
costs. Eighty percent of respondents .said elimination of Section 911 would have a 
moderate or major negative effect on compensation costs, with 66 percent saying 
elimination of the exclusion would have an important negative impact on future hiring 
practices. 


The survey results strongly suggest that the Section 91 1 exclusion plays a key role in 
America's competitiveness and the creation of U.S. jobs through exports. For further 
information, please contact the Section 91 1 Coalition. 
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HIGHLIGHTS OF THE PRICE WATERHOUSE STUDY 

An Economic Analysis of the Section 911 Foreign Earned Income Exclusion 


Price Waicrhouse LLP, in a recent study prepared for the Section 91 1 Coalition, found that: 

■ The U.S. is the only major industrial country that does not completely exempt from taxation 
the foreign earned income of its citizens working abroad. 

■ Because the Section 911 exclusion is not adjusted for inflation, its real value has dropped by 
43 percent since 1982. If the exclusion had been adjusted for inflation since it was set at 
$70,000 in 1987. the exclusion would be $94,000 as of 1995.. rising to over $111,000 in the 
year 2000. If the exclusion is not indexed for inflation, its value will continue to decline. 

■ Without the Section 91 1 exclusion, compensation levels for Americans abroad would need to 
increase by an average of 7.19 percent to preserve after-tax income. Section 911 was shown 
to provide benefits in both low tax and high tax nations. Moreover, the exclusion repre.sents 
a larger share of the compensation of /oh income than of high income Americans working 
abroad. 

■ A 7.19 percent increase in required compemsalion would result in a 2.83 percent decrease in 
Americans working abroad. Without Section 911, U.S. exports would decline by 1.89 
percent or $8.7 billion. This translates into a loss of approximately 143,000 U.S.-ba.sed jobs. 
[N.B.- These figures do not include service-related jobs or indirect employment, which 
would likely double the number of jobs lost.) 

■ From a tax policy standpoint, the 911 exclusion meets the traditional standards for evaluating 
income tax provisions: Fairness - Absent Section 91 1, Americans working abroad would 
pay much higher taxes than U.S.-based workers with the same base pay. Economic 
efficiency — Absent 911, U.S. tax law would discourage U.S. companies from hiring 
Americans in oversea.s positions, causing foreign nationals to be hired even where 
Americans would, but for taxes, be preferred. Simplicity -- The current structure of Section 
91 1 was specifically enacted by Congress in 1981 in reaction to the unmanageable 
complexity of the rules enacted in 1978. 

• Section 911 also adheres to three additional tax policy standards often used to evaluate 
provisions that affect international income: Competitiveness -- The competitiveness 
standard, that U.S. capital and labor employed in foreign markets bear the same tax burden 
as foreign capital and labor in those markets, would be achieved if the U.S. excluded all 
foreign earned income (without the $70,000 cap). Protecting the U.S. tax base -- Section 
91 1 applies only to income that is earned abroad for activities that are performed abroad by 
individuals who are not residents of the USA. Harmonization •- True harmonization with 
other nations would require an unlimited exclusion, as was in effect in the USA from 1926 
to 1952. 
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Mr. Laughlin. If our new restructured tax system adopted a ter- 
ritorial system of taxation, wouldn’t that be preferable to the cur- 
rent 911 exclusion? 

Mr. Kaufman. Yes, it would because then you would put us on 
an even footing with the non-American companies. So that, if we 
are to compete against the Japanese or the British or anyone else, 
we would be in the same position, and therefore, we wouldn’t have 
a disadvantage. 

Section 911 only covers some of the increased cost, not the full 
amount. 

Mr. Laughlin. To anyone on the panel, what country or coun- 
tries do you think have tax and trade policies that have been devel- 
oped to allow their businesses and individuals to compete most ef- 
fectively in today’s global markets? 

Mr. Warren. I guess I would like to answer that, if I could. For 
example, Germany, I might point out, does not tax foreign-source 
income. So German competitors that we work against and with 
every day can expand overseas, can compete head to head with us 
in the United States, for example, but when those earnings they 
make in the United States are repatriated back to Germany, there 
is no additional tax. They are excluded from further tax in Ger- 
many. 

There are many other countries. Japan is an example, although 
it has a worldwide system of taxation. It encourages foreign invest- 
ments. We have seen the results of that. 

We aren’t afraid to compete with companies from these countries, 
but the fact that they receive preferential treatment in their home 
countries, whereas international investments by U.S. companies 
are discouraged by the U.S. Tax Code, makes it very difficult to 
compete. 

Mr. Laughlin. To anyone else on the panel, as a matter of tax 
and trade policies, do you think our current tax restructuring effort 
should take into account tariffs or should it only focus on the in- 
come tax, and what is the reason for the position you take in an- 
swering this question? 

Mr. Conway. I would suggest that we would want to take tariffs 
into account. I don’t think we should consider taxes in isolation. I 
just think you have to look at the whole trade picture. 

I would think we would want to take it into account, but I think 
in looking at taxes, what we need to do is view U.S. business as 
competing in the global Olympics, and we want to level the 
playingfield. We want to take into account tariffs, but we don’t 
want to put American companies at a disadvantage with respect to 
other multinationals. 

Mr. Warren. If I could just elaborate on that, too, I would also 
agree that any reformation of the tax system needs to look at all 
taxes, not just single taxes in an isolated format. The objective 
needs to be to create a balanced system and raise the proper 
amount of revenue, of course, in a fair and simple manner, but also 
encourage U.S. economic activity, including international activity. 

Mr. Laughlin. Ms. Dunahoo, you were nodding your head. 
Would you like to add to the comments? 
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Ms. Dunahoo. I was just agreeing with what Mr. Conway said 
about tariffs. I think it makes good sense to look at the systems 
together. 

In the context of tariffs, of course, you have additional consider- 
ations regarding international trade agreements, but in the context 
of fundamental tax reform, it is a good suggestion. 

Mr. Laughlin. You have brought up the last area, and you may 
not want to answer, but the others or all of you may want to, and 
that is within international trade agreements. Do you think the im- 
pact of international trade agreements, such as GATT and NAFTA, 
should be reviewed as a part of our tax restructuring efforts, and 
why? 

Mr. Warren. I don’t think it can be separated. Again, the study 
of tax, the existing Tax Code, is very much tied to the study of the 
international provisions, in particular, the overall treaty and trade 
agreements process, whether we are talking about trade agree- 
ments such as NAFTA or specific tax treaties. 

I think all of it needs to be taken into account. Again, the objec- 
tive of the United States needs to be to develop a system and en- 
courage a system that results in increased economic activity, both 
in the United States and with foreign investments. 

As I have indicated, we invest globally to meet the demands of 
customers. We can’t sell to Volkswagen in Germany, for example, 
by building a plant in the United States, shipping the product to 
the east coast, putting it on a ship, shipping it to Germany, trans- 
porting it by train to a Volkswagen plant somewhere in the remote 
part of Germany for just-in-time inventory. 

Nevertheless, our investment in Germany, in a plant in Ger- 
many, to sell to Volkswagen results in increased economic activity 
in the United States through sales of parts. That is the type of ac- 
tivity that needs to be encouraged and not discouraged, and all fac- 
tors, whether we are talking tariffs, income taxes, or other trade 
policies, need to be considered. 

Mr. Conway. I would just like to add that we export over $3 bil- 
lion a year in goods. We are the country’s 15th largest exporter. So 
free trade is critical to us, as important as taxes, and we want to 
make sure the markets are open and that that is taken into ac- 
count in looking at our tax system. 

Mr. Hancock. The gentleman’s time has expired. 

Mr. Laughlin. Thank you, Mr. Chairman, and thank you, Mr. 
Gibbons, for allowing me to complete these questions. 

Mr. Hancock. Mr. Houghton, from New York. 

Mr. Houghton. Yes. Thank you very much. 

Ladies and gentlemen, I am delighted you are here. Thank you 
very much. I am sorry I have been sort of peripatetic, in and out 
of here, but because of the votes, I have had to do that. 

I understand what you are saying. You want to be competitive 
and you don’t want to be at a disadvantage when you are doing 
business overseas, but let me take the opposite approach for 1 mo- 
ment. 

Clearly, although you used Germany as an example, you 
wouldn’t want to live in Germany. They have 12 percent unemploy- 
ment. They have a social net that makes their competitive situa- 
tion even worse than ours. 
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Now, are there any advantages? I know there are a lot of dis- 
advantages of our tax system. Are there any advantages of our 
international tax system, any compared to Germany at this mo- 
ment? 

Mr. Warren. Going back to my German example, it is very dif- 
ficult to point to a net advantage of the U.S. tax system. 

I can point to specific provisions of the U.S. Tax Code that make 
it possible for us to compete on certain types of sales, certain types 
of markets. 

I mentioned earlier the 863(b) sourcing rules and the foreign 
sales corporation rules, both of which encourage U.S. exports and 
make a difficult, complex U.S. tax system environment possible to 
work in for particular types of sales. 

On the other hand, we look around at our German competitors 
that also compete here in the United States against us on specific 
markets, and we know from our study of the German tax law that 
they can earn the income in the United States, and repatriate the 
earnings back to Germany without any further tax. I think that is 
a net disadvantage of the U.S. Tax Code. 

Mr. Houghton. I just have one other question, Mr. Chairman. 

Maybe you could tell me in dollar amounts or percentage 
amounts what the impact is on your business vis-a-vis competing 
with a German company and an American company. In other 
words, is it a 10-percent disadvantage? Is it a 5-percent disadvan- 
tage? Is it a 20-percent disadvantage? Is it a wash? What is it? Tell 
me in specific terms. 

Mr. Warren. I have never quantified it as a percent. I think the 
part that is most significant to us from a financial standpoint on 
a bottom-line basis is the resourcing of U.S. interest expense — 25 
percent of our U.S. interest expense, and we have about $1 billion 
in debt. 

Mr. Houghton. Could I just interrupt? In other words, you don’t 
have sort of a net figure? 

Mr. Warren. I do not have a net figure. 

Mr. Houghton. Does anyone have a net figure? 

I am not trying to cut you off. I am just interested in this. 

Does anybody have a net figure? Do you have any sense of what 
competitive dollar or percentage disadvantage this gives you? 

Does Coopers in terms of any of the companies it does business 
with? Do you have any feeling? 

Mr. Kaufman. If I narrowed it down to the area that I am speak- 
ing of, of the American overseas, and if you put someone into a zero 
tax jurisdiction, such as Saudi Arabia, you would often be putting 
the American company at perhaps as high as a 20-percent dis- 
advantage when they are bidding for a contract. Employment is a 
large percentage of that major contract and with the $70,000 exclu- 
sion, some of the American’s tax will place the U.S. firm at a cost 
disadvantage, but on all those other things 

Mr. Houghton. So you are saying in Saudi Arabia for an Amer- 
ican company, it has a 20-percent tax disadvantage versus a Ger- 
many company doing business in Saudi Arabia? 

Mr. Kaufman. To have the American in Saudi Arabia, it could 
cost you as much as 20 percent more than the company that sends 
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a German in, not their total tax structure, but just about the idea 
of moving the American expatriate in. 

Mr. Houghton. Is that the worst example? Are there other ex- 
amples? 

Mr. Kaufman. When you go into the lowest tax countries or zero- 
tax countries, like Saudi Arabia, that is where the percentage is 
higher. If you go into other countries, if you send them to Hong 
Kong with a 15-percent tax rate, there you may be down to a 10- 
percent differential. Every place you go, there is a detriment. 

Mr. Gibbons. Would the gentleman from New York yield? 

Mr. Houghton. Yes, sir. 

Mr. Gibbons. I have calculated that we spend more money trying 
to collect taxes on foreign income — I am talking about the Federal 
Government — than we actually collect. So we have a 100-percent 
loss here. We penalize our businesses. We penalize our jobs. We pe- 
nalize our profits, and we spend more money trying to collect the 
foreign tax than we actually collect. 

Mr. Houghton. Right. That is sometimes true here in this coun- 
try, also. 

Mr. Gibbons. Well, I realize that, but we are just talking about 
foreign countries. 

Mr. Houghton. That is right. That is right. 

Really, I have to run. That is the end of my questions, and I ap- 
preciate it very much, unless the other two gentlemen or lady has 
any comment. 

Mr. Conway. The only thing I would add is that to the extent 
that a company has excess foreign tax credits, I think in some 
years in United Technologies, we have had excess foreign tax cred- 
its. We haven’t been able to use all of our foreign tax credits, and 
the situation that that leads to is that the interest allocation, the 
allocation of interest expense and the allocation of research and de- 
velopment, effectively, R&D becomes nondeductible to the extent 
we have excess credits, and there has been some years where that 
has been several millions of dollars. So there is a direct measurable 
impact in that regard. 

The thing that concerns me more are the transactions and the 
market opportunities that we are not pursuing because of some of 
these impacts. 

Mr. Houghton. Right. Thank you very much. 

Thank you, Mr. Chairman. 

Mr. Hancock. The gentleman from Ohio, Mr. Portman. 

Mr. Portman. Thank you, Mr. Chairman, and thank you all for 
being here. 

It is critical we get into this. Obviously, I think there are a lot 
of problems in our current tax system as it relates to our inter- 
national competitiveness. 

Speaking as a former international trade lawyer, I used to run 
into those problems constantly, and it is also important that as we 
have this opportunity to reform our Tax Code, overhaul it in a 
major way, that we look at the international aspects and see what 
we can do to encourage exports and our competitiveness. 

Amo Houghton has looked at the foreign tax issues a lot, and Mr. 
Gibbons has looked a lot at the international trade issues. So I am 
very pleased we are having this hearing. 
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I would like to follow up with Mr. Kaufman for 1 minute on sec- 
tion 911. As you noted in your testimony, it exempts $70,000. In 
the Saudi example, then you are assuming that the U.S. executive 
is receiving in excess of $70,000. Whatever that excess is, he is 
being taxed at a U.S. rate. Whereas, the foreign national from Ger- 
many or somewhere else has no income tax because it is territorial, 
and the Saudis don’t have an income tax. 

Mr. Kaufman. That is absolutely correct. 

Mr. PORTMAN. OK. If we were to move to some kind of consump- 
tion tax, let us say a type of VAT tax, or a national sales tax even, 
what would you recommend we do with regard to 911? 

Mr. Kaufman. Well, as I understand those taxes, we are looking 
at a territorial consumption tax, and therefore, if we do keep it at 
the borders, then when that American is in Saudi Arabia, there 
will not be any U.S. consumption upon which to tax them. That, 
then, puts us on a level playingfield with, using your example, the 
German. 

So now when I send that engineer to work in the plant, yes, they 
get their base salary, they get their cost of living, housing, edu- 
cation, clearly above $70,000, but now it is not going to be taxed, 
and they are going to be in the same position as the German or 
the Japanese. Now we are on a level playingfield, and the Amer- 
ican companies can be competitive. 

Mr. Portman. So, in all of those instances, whether it is the VAT 
tax or any kind of consumption tax, it doesn’t apply to income. You 
would recommend not applying any U.S. tax; in other words, hav- 
ing, in essence, a territorial tax treatment. 

Mr. Kaufman. Territorial. Then we would be in the same posi- 
tion as all of our competitors, and therefore, we would be removing 
an impediment to us to be competitive. 

Mr. Portman. I assume you would recommend the same thing 
with a flat tax? 

Mr. Kaufman. Yes. 

Mr. Portman. Even though there would be the calculation of in- 
come and some mechanism to do that. 

Ms. Dunahoo, under the current system, we have tax incentives 
for corporations. I think you have addressed this some in your tes- 
timony, as I saw, and I just wonder what your view was as to cri- 
teria we should use under, again, either a consumption-type system 
or a flat tax-type system, a simpler flat tax without getting into the 
specifics of what deductions might be available. Should we do any- 
thing special with regard to our exporting companies or with re- 
gard to our foreign investments in terms of tax incentives? 

Ms. Dunahoo. I think it is clear the consumption-based propos- 
als that are on the table today don’t contemplate an explicit export 
incentive, and those export incentives that are provided by current 
U.S. law are very important in encouraging exports, that is domes- 
tic production with exports offshore. 

The point of our testimony, I think what we would like to stress, 
is that the potential effects of moving away from those incentives 
should be very carefully considered. It would be a pity if those pro- 
posals were repealed inadvertently without serious consideration of 

e effects. 
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Mr. PORTMAN. Specifically, which ones do you think should sur- 
vive in an era of either a flat tax or a consumption-type tax? 

Ms. Dunahoo. Well, the proposals that are included in current 
law relative to exports are the foreign sales company rules and the 
export source rules of section 863(b). 

The International Tax Policy Forum is not advocating any par- 
ticular proposal going forward. I think the Committee should take 
a very broad view and look at matters systemically. So I don’t be- 
lieve that we are taking the position that those exact provisions 
would need to remain. However, I think it should be carefully con- 
sidered before a system is adopted that does not provide any export 
incentive. 

Mr. PoRTMAN. Any other comments about existing incentives and 
whether they should survive in a new era? 

Mr. Conway. Yes, Mr. Portman. I would like to add that I think 
research and development is a critical area that we have to take 
a good look at. 

As I said, we spend $1 billion a year on research and develop- 
ment at United Technologies, $700 million in the United States, 
and although we don’t get the R&D credit currently because of the 
rules, that is something from an international standpoint that we 
may need to take a look at because a number of jurisdictions have 
R&D incentives, not only deductions, but greater than 100 percent 
deductions, flat-rate credit systems, and I think certainly for Unit- 
ed Technologies and FEI member companies, R&D is the key, we 
think, to the future and the ability to compete not only in the Unit- 
ed States, but around the world. So we would think that R&D 
would be right up at the top of the list in terms of things to look 
at in moving away from the current income tax system. If we need 
a special incentive, that would be high on the list. 

Mr. Portman. And the allocation for foreign research, you would 
like to see clarified as well. Is that 861? 

Mr. Conway. Yes, 861-A. 

Mr. Portman. Any other comments? 

Mr. Warren. No. I would just also like to emphasize the impor- 
tance of R&D from an international competitiveness standpoint 
and urge that Congress ensure that U.S. R&D is encouraged and 
fairly treated, both from an allocation, 861 standpoint, and from an 
R&D credit standpoint. 

Mr. Portman. 'The R&D comments were, of course, very timely. 
We are about to go into conference on that, and I appreciate your 
statements. 

Thank you. 

Mr. Gibbons. May I ask a question here? I have listened to all 
of this with a great interest, and I understand the need for preserv- 
ing R&D tax credits as long as we have income tax system, but I 
think what Chairman Archer is talking about and what I am talk- 
ing about is getting rid of an income tax system. Now, under 
a consumption-type system, to draw a parallel, you would be 
expensing all of your R&D immediately under a consumption-type 
tax system, which beats a deduction as far as that is concerned. 

So, Ms. Dunahoo, the concerns that you raised and the concerns 
that, I think, all of the panel shares, if you go to the proposal I am 
putting forward, you wouldn’t have to worry about all of those 
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things because there would be no income tax, and you would, in ef- 
fect, be expensing all of those things immediately. 

From Mr. Kaufman’s point of view, you wouldn’t make the Amer- 
ican the last hired, the first fired, the most expensive employee on 
your payroll. 

I think that is where we need to go. Is there dissent on that? 

Mr. Conway. I think I agree. Directionally, I agree with you. The 
only thing I would suggest is that in looking at the deduction for 
R&D or the immediate expensing of it, we need to be mindful that 
we don’t need a foreign tax credit if we don’t have an income tax 
system, but we might want to consider some kind of increased 
expensing recognition for R&D because of its special nature. 

In other words, in Australia, it is immediately expensed, but the 
level of expense is 150 percent of the expenditure. So there is an 
additional incentive for R&D. It is given in the form of an added 
benefit on the expensing, not a credit. So there is a mechanism to 
do it, and I just think that, certainly, it is far preferable to be able 
to know that you are going to be able to immediately deduct the 
R&D that you are doing today than the situation under the current 
system. We just might want to see if there is a way to think about 
R&D as a special type of expense deduction and go beyond even 
100 percent. 

Mr. Gibbons. Thank you. 

Mr. Hancock. The gentleman from Louisiana. 

Mr. McCrery. I just have a quick question, and I apologize. I 
was over on the floor debating the welfare bill, but if this has al- 
ready been asked, please just say so and I will ask somebody else 
for the answer. 

I would like for Mr. Warren, if you don’t mind, to just explain 
how foreign investment by American companies benefit American 
citizens. You alluded to that in your testimony, and I think it is 
an important point. Would you just explain to all of us how foreign 
investment by American companies benefit American citizens? 

Mr. Warren. I would be happy to. Again, I am talking from the 
TRW perspective, our own perspective. 

We have an opportunity to serve lots of customers on a world- 
wide basis. We compete globally for these customers. The cus- 
tomers are not all in the United States. Many, 25 percent of our 
customers are outside the United States. It is those customers that 
we are going after when we invest internationally. 

Getting back to my German example, to serce Volkswagen in 
Germany, or to serve Fiat in Italy, or to sell to a Japanese company 
in Japan, it is not always possible, or even feasible, to build a plant 
in the United States and try to export the product. 

Mr. McCrery. If I can interrupt you, I understand the business 
reasons for setting up shop where the market is. I want you to ex- 
plain to us how that benefits American citizens in this country. 

Mr. Warren. Once we have the investment overseas, more likely 
than not, there are parts and services that need to be supplied to 
that foreign operation. Many of those parts and services come out 
of the United States. 

We export somewhere between $500 and $600 million of parts 
and a number of services each year. Those lead to U.S. jobs. Those 
are jobs that would not be in the United States had we cited that 
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market to our foreign competitors. So there is a direct relationship, 
an absolute direct relationship. 

Mr. McCrery. Thank you. 

Does any other panel member want to expound on that? 

Mr. Conway. Yes. I would like to add to that. At United Tech- 
nologies, we have annual revenues of $22.8 billion. Of those, 55 
percent are from business outside the United States. Exports are 
a big part. It is $3.1 billion. 

As I mentioned before, if you look at our main technology base, 
it is here in the United States. Of that $1 billion annually of R&D, 
$700 million is in the United States and 60 percent of the $700 
million is U.S. salaries and wages paid to U.S. engineers and re- 
searchers. 

So here we have a case where a company has one-half of its reve- 
nues from the international marketplace, but its technology base is 
clearly in the United States. So I think we have generated a sig- 
nificant number of high-tech jobs, research jobs from these inter- 
national tax revenues. 

With Otis Elevator Co., 80 percent of the elevator market for 
servicing elevators is outside the United States because 80 percent 
of the elevators are outside the United States, and 80 percent of 
Otis’ revenues are outside the United States, but there is signifi- 
cant R&D that Otis does. The United States is the number one 
country in terms of Otis for R&D. So I think it has had a signifi- 
cant positive impact in that regard. 

Mr. McCrery. Are you saying your research and development 
operations here in the United States are supported in part by reve- 
nues from foreign operations? 

Mr. Conway. There is no question about it in terms of the cash 
that we generate. The Otis business, for example, supports not only 
Otis research, but a lot of other research as well. 

Mr. McCrery. So, in other words, the bottom line is when you 
invest overseas, you create jobs overseas, but you probably save 
jobs over here and create jobs over here as well. 

Mr. Conway. That is right, and we charge royalties, by the way, 
when we license the technology and we increase the tax base. 

Mr. McCrery. Thank you very much. I hope that clears up why 
we encourage American companies to invest overseas, to expand 
their operations, to grow, to create jobs here in the United States. 

Thank you. 

Mr. Hancock. The gentleman from New York. 

Mr. Houghton. I would be interested after all is said and done 
where do you come down on the flat tax or the consumption tax or 
variations of the flat tax? Because what we are trying to do is put 
the income tax system side by side with another tax system, not 
only to help American citizens here in the United States, but also 
to help businesses compete abroad so that we can continue to have 
this extraordinary increase in international business. 

Maybe each one of you would say one sentence — where are you 
on this? 

Mr. Warren. As I indicated in my testimony, both TRW and the 
organization I am representing today, ECAT, have no definitive po- 
sition at this time. We are looking at these proposals. We encour- 
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age the study of the issue. We hope to work with this Committee 
as that study progresses. 

My message today was that we are concerned about the effect of 
change in this area and urge an appropriate level of study be con- 
ducted before any significant changes are adopted. 

We are encouraged that studies are taking place, but we are not 
convinced that we understand the effect of these proposals on our 
ability to compete internationally in order to have a position at this 
time. 

Mr. Houghton. Mr. Kaufman. 

Mr. Kaufman. As a representative of the Section 911 Coalition, 
focusing solely on how we tax Americans overseas, the best situa- 
tion is the one that treats us on a territorial basis, and puts us on 
an even playingfield with the foreign competition. So, whichever 
one we choose, if it has a territorial approach, that puts us even 
in competition. If it doesn’t go territorial, we would want at least 
the level of exclusion we have today and perhaps have that tied to 
at least inflation so it is not eroded going forward. 

How will they tax the American overseas, a territorial approach 
is the one that is the most advantageous. 

Mr. Houghton. I am not quite sure what you fellows have said. 

Mr. Conway, can you help us a little bit? Can you be a little more 
specific? Even if you are dangling by a rope by yourself, 1 will be 
with you. 

Mr. Conway. OK. I think it is time to move forward and away 
from the current system we have and go to a territorial-based tax, 
destination-based tax. I think we need to move the debate to look- 
ing at a system that will tax income once or impose a single tax, 
not tax income, but impose a single tax so that we can have a tax 
system that is simple, manageable, and understandable, and I 
think definitely it has to be territorial. I would favor destination, 
and it has to take into account the revenue needs. 

The tax system we have now, if you look at it, at these provisions 
in isolation, they are not bad. They represent sound tax policy. The 
problem we have had is when you add up all the changes we have 
had over the last decade. That is the problem we have today, and 
we can solve that with a destination-based territorial tax. 

Mr. Houghton. Ms. Dunahoo. 

Thank you. 

Ms. Dunahoo. I am afraid we are not in a position to recommend 
any particular proposal at this time. The International Tax Policy 
Forum is a broad-based group of companies and is not a traditional 
trade association or lobbying organization. 

I would say we very strongly support the Committee’s efforts to 
reexamine the current system. There is a broad consensus that the 
current system is not ideal, but as far as whether you should move 
to a consumption-based system, and if so, to which one, we are un- 
decided ourselves at this point. 

Mr. PORTMAN. Mr. Houghton, I recommend you ask Mr. Gibbons. 
You might get the answer, a definitive answer. 

Mr. Gibbons. Mr. Houghton, could I impose on your time? 

Mr. Houghton. Yes. 
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Mr. Gibbons. I recognize we have a group of very well-qualified 
people, but their principals have not made up their minds yet. I am 
tallang about their bosses. I think we need to do a little work. 

We are all talking about the same thing. We need a territorial 
system if we are going to compete. We need a system that is much 
simpler, and we do, unfortunately, have to raise revenue. 

I frankly don’t know how we get there with the current mess we 
have, and I really don’t think it is possible to straighten out the 
current mess by going back and reforming it. I have spent 27 years 
trying to reform the current system. It just gets worse instead of 
better. 

Mr. Hancock. Will the gentleman yield momentarily? 

Mr. Gibbons. Yes. 

Mr. Hancock. Are you talking about the mess on the income tax 
or the other messes we have created? 

Mr. Gibbons. No. Well, the income tax mess right now is the 
main thing, but we have created a pretty good mess also with our 
payroll taxes, and we need a good clean change. Maybe I can con- 
tribute something after I get out of here. 

Mr. Houghton. Thank you. 

Mr. Hancock. I have one final question but I am a little curious 
about. We are looking at something, and I have been reading a lot 
of investment articles in the paper, about a balanced portfolio and 
how people need to invest in foreign companies to balance Amer- 
ican investments. When foreign industry stocks are down, Amer- 
ican stocks are up, and vice versa and that type of thing. 

I also have been reading a lot of information stating basically 
that you need to be cautious with foreign countries because they 
don’t have any standardized accounting principles and you don’t 
know for sure. 

My question is. Is there any forum of international standardized 
accounting principles? Mr. Kaufman, you came up with statistics, 
but I understand the accounting principles are not standardized, 
which could very well lead to a pretty substantial margin of error 
in your figures. Am I correct on that? 

Mr. Warren. That has certainly been our experience as we have 
looked at accounting systems worldwide. They are different. They 
are varied, and it is then possible to compare the printed results 
coming in from one company from one country with another. 

Mr. Hancock. Then I will ask another question. If, in fact, you 
are going to try to solve this problem of what type of a tax struc- 
ture we should have, don’t you first have to solve the accounting 
procedure approach, so you know what you are dealing with to 
solve the problem? 

Mr. Warren. Well, we think we can look at the existing Tax 
Codes, and if we understand how our competitors are taxed, even 
though we might not be able to precisely translate that into per- 
centage benefits, country to country, we think we do understand 
the different tax systems well enough to understand there are some 
net advantages in these other systems, particularly the territorial- 
based systems. 

Mr. Gibbons. I think, Mr. Chairman, if you look at Ms. 
Dunahoo’s constituency and Mr. Conway’s constituency, they have 
done a fine job in analyzing the bottom line on what happens on 
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an international basis. I am really impressed with what they have 
done. 

I think through OECD, the Organization for Economic Coopera- 
tion and Development, and through the fact that accounting is 
pretty much controlled by seven or eight major firms on inter- 
national accounting, we do understand what we are doing. We can 
judge that our tax system is badly out of step with the rest of the 
world and that in order to compete, we need to get it in step with 
the rest of the world and perhaps lead the rest of the world as far 
as business practices are concerned. 

Mr. Hancock. I would like to thank the panel for your testi- 
mony. It is very interesting. It definitely points out some additional 
problems, since we are just talking about the international com- 
petitiveness, and that is not getting into all of the other subjects 
having to do with the change of the tax law. 

Thank you very much for your testimony. 

Will the next panel please come forward. I want to welcome you 
to the Committee. We have present Barbara McLennan, Martin 
Armstrong, and David Raboy. For your testimony, the Committee 
will start with Dr. McLennan. 

STATEMENT OF BARBARA N. McLENNAN, PH.D., J.D,, VAN 
SCOYOC ASSOCIATES, INC., McLEAN, VIRGINIA 

Ms. McLennan. Thank you, Mr. Chairman. 

My name is Barbara McLennan. I am a vice president with Van 
Scoyoc Associates. I am here because I have about 20 years of expe- 
rience in the international trade and international tax arenas. I 
have worked for the Treasury Department, the Commerce Depart- 
ment, and in the private sector. I have a written statement for the 
record. 

In considering the effect of taxation on international competitive- 
ness, it is important to remember that taxes are costs. They are a 
burden to individuals and to business taxpayers. They do not stim- 
ulate economic activity. 

Different kinds of tax, however, may vary in terms of weight and 
incidence of the burden, as well as in complexity and difficulty of 
compliance. 

In addition, the effect of a new tax will vary depending on wheth- 
er it is an added burden or a partial or complete replacement for 
other taxes. My oral remarks today will focus on consumption taxes 
and the purpose of border tax adjustments in international trade. 

In my view, border tax adjustments in the absence of changes in 
U.S. investment patterns are unlikely to affect U.S. international 
competitiveness. 

U.S. firms trade internationally because they produce goods and 
services that are highly valued worldwide. Export sales abroad, 
just as domestic and import sales, finance the expansion of value- 
producing jobs in the United States. 

Tax policy can affect trade and competitiveness if it leads to 
changes in savings and investment patterns. For example, if a con- 
sumption tax is substituted for current income taxes, international 
business in the United States may end up being taxed more lightly 
because the cost of a new tax will be borne by consumers. That is 
what a consumption tax is. 
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In this situation, the basic pattern of U.S. savings and invest- 
ment may be altered. Economic growth may increase, reflecting ex- 
panded production of competitive products. The United States will 
then export more and receive well-earned returns on its invest- 
ments. 

The United States and our major trading partners have long rec- 
ognized that taxation should not be a tool used by countries to ef- 
fect the terms of trade. This understanding has been embodied in 
trade agreements for which the United States has long been a 
major supporter. 

Current U.S. trade agreements draw a distinction between direct 
and indirect taxes. Direct taxes such as income and Social Security 
taxes may not be rebated to exporters or importers. On the other 
hand, indirect taxes that operate through their effect on prices, like 
value-added or sales taxes, may be rebated. 

If the United States were to adopt a new and indirect tax to re- 
place part or all of the current income tax, it would have the right 
to rebate tax paid by importers or exporters. 

For example, if the United States were to adopt a tax similar to 
a European-style value-added tax, the U.S. money supply would 
need to expand to avoid an economic contraction. 

Firms in the short run would have difficulty passing the cost of 
the tax back to workers by lowering wages, so they would try to 
pass it forward to customers by raising prices. Monetary expansion 
would allow a one-time increase in the U.S. price level, and compa- 
nies would be able to sell their products for higher prices. 

Under a VAT, each firm would credit taxes paid on intermediate 
supplies against their VAT liability. Consumers would feel the bur- 
den of this tax because wages, pensions, and liquidated assets used 
to purchase consumer goods would not receive credit against tax li- 
ability. 

If the United States should decide to allow exporter rebates, ex- 
porters would sell their products at unchanged prices, since with 
rebates they would avoid the burden of the new tax. Imports would 
also be purchased at unchanged prices, but they would be taxed the 
same as domestically produced goods. All goods consumed domesti- 
cally, whether of foreign or U.S. origin, would be taxed the same 
via higher prices. There would be no effect on the exchange rate 
or on the dollar volume of sales due to the impact of the tax, al- 
though the substitution of a tax on consumption for all or part of 
our current income tax could affect investment flows. 

If rebates were not allowed and imports not taxed, such as with 
a sales tax, exports would initially rise in price due to the tax. Im- 
ports would initially be cheaper relative to domestic goods. This 
would have a direct effect on exchange rates. 

U.S. exports would become more costly, reflecting the tax, and, 
thus, in the short term, less attractive. Foreign suppliers to the 
United States would earn more dollars as their sales initially in- 
crease. The overall effect would be to cause the price of the dollar 
to fall in comparison to foreign currencies. The dollar would fall 
until the market again achieves equilibrium, where U.S. exports 
earn the same amount of foreign currency as before the imposition 
of the tax, and where import goods in the United States cost the 
same as domestic goods. 
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Thus, the international trading system will operate to maintain 
equilibrium whether or not the United States adopts a border tax 
adjustment as part of a new system of indirect taxation. Border tax 
adjustments are a mechanical means by which value-added taxes 
are collected and audited. Unless savings and investment patterns 
change, they cannot operate to give U.S. firms a competitive advan- 
tage in the international trading system. 

For this reason, Mr. Chairman, I believe that fiscal policy should 
encourage savings and investment, and a consumption tax would 
likely be an improvement over the current system. 

I have addressed the issue of transfer pricing in my written 
statement, and I will be happy to answer any questions. 

[The prepared statement follows;] 
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Potential Impact of Consumption Taxes on International Trade and 
Competitiveness 


by 

Barbara N. McLennan 


Mr. Chairman and members of the Committee, I am grateful for this opportunity to present my 
views on how adopting a flat tax or other consumption tax will affect US international trade and 
competitiveness. I have been involved in the development and execution of US international tax 
and trade policies over the last twenty years. As a Congressional staff member in the early 
1 980’s and Treasury Department employee, 1 helped to develop legislative proposals to simplify 
the income lax. I was a contributor to the 1984 Treasury Department Report to the President, 
Tax Reform for Fairness, Simplicity and Economic Growth, particularly Volume 3, “Value 
Added T ax”. At T reasory, 1 also conducted a number of microeconomic studies of different 
industries, related to the development of new regulations for intracompany transfer pricing. 


Between 1989 and 1991, 1 served as Deputy Assistant Secretary for Trade Information and 
Analysis, in the US Department of Commerce. While there I testified before the Subcommittee 
on Oversight of the Committee on Ways and Means on possible transfer pricing abuses by 
foreign companies with US domestic subsidiaries. 1 also published a paper on “The Process of 
Harmonization of the Value-Added Tax in the European Community." in the Columbia Journal 
of Transnational Law. 


Over the past several years I have been an attorney in the private sector, and a trade association 
executive in an industry dominated by large multinational corporations (both US and foreign 
owned). Based on this experience, I am very familiar with international tax and trade issues as 
seen from the private sector perspeciive. 


Today, 1 am a Vice President with Van Scoyoc Associates, Inc., a Washington legislative 
relations firm. I am here neither on behalf of this firm, nor of any client. On the basis of my 
experience, I believe the effort to replace the federal income tax with a system that is simpler, 
fairer, and more efficient is a worthy goal for this Committee. Bearing this in mind, 1 wish to 
share with you my personal perspective on the effects of tax policy on international trade, 


I. international Trade and the US Economy 


The United Stales is the world’s largest industrial economy, where people enjoy very high 
average living standards. The strength of our economy and the wealth it has created are the 
product of a free and vibrant private sector. The US economy has grown to its present size and 
strength because business (domestic and foreign) has provided goods and services that 
Americans want and for which they are able and willing to pay. Investment in productive 
enterprise — that is, in businesses that create goods and services that people value — creates 
economic growth. Growth is simply another term that describes an economy that creates jobs 
and high living standards. 
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Increasingly in recent years the US domestic economy’s ability to grow has become intertwined 
with our ability to export and to be competitive in international trade. US firms trade 
internationally because they produce goods and services that are highly valued world-wide. 
Export sales abroad, just as domestic sales, finance the expansion of value-producing jobs in the 
United Slates. 


The products and services which we export are generally our most competitive; they represent 
what our economy is good at producing. For the economy to grow, our most competitive sectors 
must lead the way. They earn the highest rates of return and profits, whether sales are made in 
the US or abroad. When US firms expand by producing in those areas in which we have a 
comparative advantage, we earn returns that can be reinvested to create new productive 
enterprise elsewhere in our economy. 


Policies which permit the free flow of trade and investment favor economic growth, and the 
United States has historically been a place that welcomes productive trade and investment. 
Indeed, policy makers from all walks of life and both political parties have long understood that 
the US economy grows and our living standards improve to the extent that our leading 
productive sectors keep expanding. Policies that favor less productive, less competitive 
industries, whether tax or trade policies, do not enhance the overall economy. Policies designed 
to help only the few owners and employees in the less competitive industries are essentially 
subsidies and are widely recognized as such by international trade agreements. Indeed, the US 
was a leader in attempting to restrain the growth of subsidies in the recently concluded GATT 
agreement, to which the US is a signatory. 


II. International Trade and Tax Policy 


A. The Underlying Issue of Currency Exchange Rates 


The United Stales is the world’s lai^est importer and exporter, and the terms of international 
trade are often denominated in US dollars. When a US producer sells abroad, it will contract 
with its customers for a defined rale of exchange. US goods and services are produced by 
workers, plant and equipment, the costs of which are in US dollars. Foreign sales should cover 
these costs and also provide a reasonable rate of return, in doUan. 


The value of the US dollar rests on the stability and productivity of ihe US economy. Assuming 
that supply and demand and all other factors remain equal, when the dollar weakens, US 
exporters selling the same amount of foreign goods would receive fewer dollars for them. This is 
equivalent to selling at a discount. US exporters in a depreciated dollar environment may sell 
more products, but they receive less in exchange for each product sold. 


Normally, exporters will consider taxes paid as part of the cost of production. In a stable world 
trading system as envisaged by the GATT, taxation should not be a tool used by countries to 
affect the terms of trade. The GATT draws a distinction between direct and indirect taxes. Direct 
taxes, such as income and social security taxes may not be rebated to exporters or importers. On 
the other hand, indirect taxes that operate through their effect on prices, like value-added or sales 
taxes, may be rebated. 


If the United States were to adopt a new indirect tax to replace part or all of the cunem income 
tax, it would have the right to rebate tax paid by importers or exporters. The fundamental impact 
on trade of such border adjustability will derive more from the economic impact of the change in 
the tax system, than the fact of its border adjustability. If a new consumption tax is substituted 
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for current income taxes, international business in the US may end up being taxed more lightly, 
because the costs of the new lax will be borne by consumers. In this circumstance, the basic 
partem of US saving and investment also may be altered. Economic growth may increase, 
reflecting expanded production of competitive products. The US will then export more, and 
receive well-earned returns on its investments. 


The mere fact of border adjustability cannot by itself affect the terms of international trade. This 
is because of the automatic adjustment mechanisms of world currency markets to the change in 
US taxation. 


For example, if the US should adopt a new consumption tax of 20 per cent on all products and 
services (such as a VAT), the US money supply would need to expand to avoid an economic 
contraction. Firms in the short run would have difficulty passing the cost of the tax back to 
workers by lowering wages, so they would try to pass it forward to customers by raising prices. 
Monetary expansion would allow a one-time increase in the US price level of 20 per cent, and 
companies would be able to sell their products for 20 per cent higher prices. Under a VAT, each 
firm would credit taxes paid on intermediate supplies against their VAT liability. Consumers 
would feel the burden of the tax. as wages, pensions and liquidated assets used to purchase 
consumer goods would not receive credit against tax liability. 


If the US should decide to allow rebates to exporters, in the manner of our European trading 
partners, this would not necessarily change the ternts of trade. In this circumstance, exporters 
would sell their products at the original price (since sellers would not pay the tax), and imports 
would be purchased at unchanged prices. Imports, however, would be taxed on a par with 
domestically produced goods; all goods consumed domestically, whether of foreign or US 
origin, would be taxed the same via higher prices. There would be no effect on the exchange rate 
or the dollar volume of sales due to the direct impact of the tax. although the substitution of a tax 
on consumption for all or part of the current income tax could affect investment flows. Increased 
saving and investment could result in higher economic growtlt. 


If rebates were not allowed and imports not taxed, exports would initially rise in price due to the 
tax. Imports would initially be cheaper relative to domestic goods. This would have a direct 
effect on the exchange rate. US exports will become more costly, reflecting the tax, and thus, in 
the short term, less attractive. Foreign suppliers to the US will earn more dollars as their sales 
initially increase. The overall effect will be to cause the price of the dollario fall in comparison 
to foreign currencies. The dollar wilt fall until the market again achieves equilibrium — where 
US exports earn the same amount of foreign currency as before imposition of the ta.x, and where 
import goods in the US cost the same as domestic goods. If the US price were to increase by 
twenty per cent, the US dollar would be able to purchase 20 percent less in foreign currency due 
to the dollar depreciation in exchange rates. After this adjustment, there would be no effect on 
the terms of trade, unless savings and investment patterns are altered. 


in overall macroeconomic terms, international trade must balance. The US current account 
balance always, by definition, will be equal to the excess of investment over saving, whether or 
not there is a new consumption tax. If the new indirect tax does not change basic patterns of 
saving and investment, it will not change the balance of trade. 


B. Border Tax Adjustability: its Major Purpose in international Trade 


Other countries, particularly our European trading partners and Japan, raise substantial revenue 
from value-added taxes. Typically, these countries apply their taxes to exports, and exporters 
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may apply for border tax adjustments, i.e., reimbursements for indirect taxes paid. Border tax 
adjustability is part of the normal, technical means by which a VAT is enforced; it is not 
instituted for economic reasons. 


Value-added tax systems in Europe are the major source of revenue for the European 
Community. These are large complex tax systems, imposing different and sometimes multiple 
rates and exemptions on different products and at different levels of the production process. 
They require the frequent filing of numerous forms and invoices, and are costly and difficult to 
administer. 


Under the invoice method VAT (the system used in Europe), exporters receive their rebates by 
filing claims for the refunds for which they are eligible. It is consistent with the VAT invoice 
system of “self-policing," to require taxpayers to file claims for rebates. The VAT is an indirect 
tax and must rely on taxpayers to produce the paper flow on which tax collection is assessed. 


Theoretically, it is not necessary for economic reasons to establish a rebate system. Indeed, much 
might be saved in paperwork, audits, and compliance costs if a rebate system were not 
established. As already noted, the automatic effect on the exchange rate of the dollar would work 
to insulate the normal operation of the international trading system from a new US tax. Even 
without a reuale system, US exporters would not pay the costs of the new tax. but they would 
receive depreciated dollars for their export goods. Ultimately, currency markets will adjust so 
that US exponers will be in the same situation as before institution of the tax. 


III. Trade among Multinationals: Why Pricing Issues Will Not Go 
Away Under a Flat Tax. 


Among the areas singled out as most complicated under the present tax code by the National 
Commission on Economic Growth and Tax Reform, chaired by Jack Kemp, is international 
taxation, The Kemp Commission has called for a territorial lax system, that is. one which does 
not tax the foreign earnings of resident businesses or individuals. It has urged Congress to seek a 
clearer, simpler, more certain determination of what is foreign income and what foreign 
transactions are taxable. Specifically, the Commission has singled out the need to clarify lax 
treatment of foreign source license fees, royalties and other intangibles so as not to discourage 
research and development in the United States. 


If the business income tax is replaced by a flat tax, much complexity will disappear. Under a 
direct flat lax, there would be no research and experimentation tax credit and no foreign tax 
credit. Businesses would be required to pay a single tax on the difference between revenue and 
expenses. The costs incurred for research and for foreign lax paid would be deductible under a 
flat tax as expenses. 


Multinational companies manufacture, buy, sell, conduct research, and own intangibles in many 
locations and lax jurisdictions. Under a flat lax, as under current law, they will need to determine 
which revenues and which expenses properly should be reported to US lax authorities. 


When large multinational corporations set internal prices for transactions among controlled 
subsidiaries, there always will be a possibility that these internal company prices differ from the 
arm’s length prices of the free market. Without careful rules with respect to transfer pricing, 
multinationals will be able to shift revenues from one jurisdiction to another to minimize their 
tax burdens. 
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Likewise, income and revenues attributed to intangibles (the license fees and royalties singled 
out by the Kemp Commission) will still pose a problem of definition under a flat tax. The issue 
of where revenues should be reported — to the US head office that owns the patents, or to 
subsidiary laboratories in foreign countries which perform final manufacture — will remain. 


Transfer pricing will remain a problem under a consumption tax, much as it is under current law. 
If the US should adopt lower rates of tax than in other jurisdictions, other factors remaining 
equal, multinationals likely will find an incentive to place more valuable aspects of their 
operations here than in higher tax areas. In the absence of tax rules to the contrary, they can do 
this by shifting internal company revenues and expenses so that more of their profits are reported 
to the US tax jurisdiction. Clearly, such a situation would invite response and possibly 
retaliation from our major trading partners. 


The United States has been grappling with transfer pricing issues for many years. Some 
observers believe that the current transfer pricing rules are a disadvantage for US businesses and 
investors, but many of these rules have been copied by tax authorities in other countries. 


The 1994 revision of the Section 482 transfer pricing regulations, placed much more reliance on 
taxpayers. Companies with transnational business dealings are now encouraged to provide the 
IRS with their own transfer pricing methodologies, through voluntary advance pricing 
agreements. At the same time there has also been an increased emphasis on the use of penalties 
for failure by tzixpayers to document pricing transactions. Potential IRS intrusiveness into 
company business affairs remains a serious issue. 


IV, Conclusion 


According to a Joint Committee on Taxation document issued on March 1 4, 1 996. the vast 
majonty of all corporate income taxes collected in 1 993 came from relatively few corporations. 
Only four thousand companies, those with over $250 million in assets, accounted for more than 
75 per cent of all corporate income tax collected. Most, if not all. of these companies are 
multinationals heavily engaged in international trade. As pointed out by the Kemp Commission, 
though the tax system is complex, international business is profitable and expanding. 


Though border adjustability and transfer pricing issues will remain problems under a 
consumption tax, moving to such a tax from the current system may stimulate savings, 
investment and economic growth. Whether or not there is a border tax adjustment, increased 
economic growth will mean increased investment, increased international trade, more and better 
jobs, and an improved standard of living for our people. 


Economic growth stimulated by a change in the lax system will not fall evenly across different 
industries. Though a new tax may be simpler and fairer in conception, it is unlikely to effect all 
forms of business in the same way. Numerous transition rules likely will be required to equalize 
the impact of various provisions. Some of these rules wall undoubtedly have to devised for the 
international sector, today a rapidly growing source of investment, technology and employment. 
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Mr. Hancock. Thank you very much. Also, without objection, 
your written testimony will become a part of the record, and also 
for Dr. Raboy and Mr. Armstrong. 

Mr. Armstrong. 

STATEMENT OF MARTIN A. ARMSTRONG, CHAIRMAN, 

PRINCETON ECONOMICS INSTITUTE, PRINCETON, NEW 

JERSEY 

Mr. Armstrong. I am the chairman of Princeton Economic Insti- 
tute. We are actually more than just merely an academic adviser. 
We take active roles in advising corporations around the globe. We 
have offices in Australia, Hong Kong, Tokyo, and London. We also 
have a subsidiary which is the largest foreign brokerage operation 
in Japan. For example, we have participated in over 250 
underwritings last year in that country, and we also do a lot of di- 
rect hedge management in foreign exchange for corporations 
around the globe. 

I would like to thank you for inviting me here to speak today. 
What we find is very significant, I think, from a global perspective: 
That the two primary causes of moving capital around today is, 
number one, the foreign exchange movement, and number two, tax- 
ation. 

Countries have to become much more competitive, but the first 
issue, I think, to illustrate taxation is really the impact of foreign 
exchange and how it is creating changes in the domestic economy 
as global. 

The foreign exchange movement has been as much as 40 percent 
over a 2-year period, ever since the Plaza Accord of 1985. I have 
offered an illustration of the capital flow movement from the basis 
of OECD data since the 1987 stock market crash. The brain wave 
patterns we see of the market is almost like schizophrenic since 
then. The volatility in everything has gone up since 1987, since we 
first made a G-5 attempt at using currencies to effect trade. 

That has caused, number one, a significant increase in volatility 
and also significant changes in the way corporations are operating. 

For example, it was the decline in the dollar that made our U.S. 
real estate bond markets and everything appear much cheaper to 
foreign investors; i.e., the Japanese coming in and buying U.S. com- 
panies, like Rockefeller Center, and so forth. 

As they lost money on the foreign exchange, most of the assets 
were then sold and taken back. If you look at the actual losses that 
were incurred by a lot of the foreign investment in those areas, the 
bulk of it was foreign exchange, not the actual depreciation in the 
Rockefeller Center itself. 

The second aspect of the foreign exchange movement we have to 
consider is that of total world capital flows; trade only really rep- 
resents about 10 percent. The balance of that is really investment 
income which is tax driven. 

One of the major points I would like to make today in under- 
standing the Tax Codes is that the first panel testified to the dou- 
ble and triple tcixation of U.S. corporations. That is absolutely 
paramount. 

There are other things that are taking place. If you had foreign 
companies discussing issues here, you would find foreign operations 
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are often taking over U.S. companies. U.S. companies are being 
forced into mergers, acquisitions, and partnerships to avoid U.S. 
taxation on an international level. 

What we see in this area is absolutely astounding on a global 
basis. Three of the first section-listed companies in Japan have ac- 
tually stood up and resigned their citizenship in Japan and now 
have moved to Hong Kong. That is as if General Motors were to 
stand up and say we are no longer American. This is what the Tax 
Codes are causing on an international scale. It is absolutely monu- 
mental. 

The other aspect we have to realize is how this is impacting ev- 
erything also on the investment side. For example, we tax our 
American citizens not only on worldwide income, but also on inter- 
est income. 

Prior to World War II, our government bonds were always tax 
free. Now we tax our American citizens if they buy a government 
bond. If I buy a bond, I pay 39.6 percent. If a Japanese buys it, 
he gets it tax free. What is taking place in the international side 
of capital movement is that it is like a game of musical chairs. Ev- 
eryone is buying government bonds from somebody else, but no- 
body is buying their own. 

Even the Wall Street Journal reported the holding period of a 30- 
year bond in the marketplace is now below 90 days. This is very 
serious. It is impacting volatility on a global scale. 

Taxation is very, very important in this area, and one of the big- 
gest concerns we have and criticisms we find from overseas compa- 
nies, both from an investment standpoint as well about the United 
States, is that the U.S. Tax Code — we have provided a table in 
here. It looks, quite frankly, like the brain wave of a schizophrenic. 

We have the most volatile Tax Code of any country in the world. 
You can see when corporate tax rates hit an effective rate of close 
to 70 percent in the sixties, I can tell you virtually every U.S. com- 
pany jumped on whatever ship they could out of town. 

Besides that factor, we have to really take into consideration how 
all of this comes back. If we look at our deficit situation and Na- 
tional debit, we have actually had a balanced budget in this coun- 
try since 1980 from a revenue and spending perspective. If you look 
at Ronald Reagan’s first 8-year period, you will see the national 
debt doubled by $1 trillion, which was exactly equal to the interest 
expenditures in that period. At 8 percent compounded, you double 
the national debt or any money in the bank in less than 10 years. 

Since Ronald Reagan, the national debt has more than doubled. 
We went from under Reagan from 1 to 2. Now we have gone from 
2 to 5. We lower taxes under Reagan. We have raised taxes since. 
It is not tax policy. It is simple compound interest that is abso- 
lutely killing us. 

The total accumulative interest expenditures of this country 
since 1950 now equals 68 percent of the national debt. 

Today, we collect close to $100 billion more in revenue than we 
actually spend on programs. It is all being absorbed by interest, 
and taxation is a veiy important role in this because up to times 
40 percent of our National debt has been held by offshore investors, 
which means that money no longer stimulates the domestic econ- 
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omy, but those interest expenditures are being exported to Japan 
or elsewhere. 

If you do a study of Japanese companies and institutions, you 
will find the Japanese made far more money off the investments 
of interest, and so forth, in the United States over the last 16 years 
than they did off of trade. 

These are the issues I think are very critical. We do have a lot 
of recommendations that, briefly, we feel a consumption tax would 
be overwhelmingly beneficial to the Nation. You also have to seri- 
ously address the international double taxation that companies 
have. We believe that that should be eliminated to make the 
playingfield fair and even for everyone; that U.S. companies are se- 
riously disadvantaged in the global side. We see it every day, and 
we are acting on a consulting role. 

So those are the things we believe should be done. We do believe 
perhaps a merger of a flat tax and a consumption tax would be 
more plausible; for example, a consumption tax on the personal 
side eliminating all personal income taxes. On the corporate side, 
we feel if you were to match the income tax rate of Hong Kong of 
15 percent, eliminate worldwide income, provide immediate 
expensing, and so forth, that would be internationally competitive, 
would not raise the dangers of having our operations here suddenly 
viewed as operating in a tax-free zone, particularly under British 
tax law, a lot of other European countries, also. 

We do have to be a little bit respectful of how that would take 
place. If you did that, a lot of the foreign companies that have come 
here to establish plants would suddenly find out whatever plants 
they established here would suddenly be 100 percent taxable back 
home if there was a zero level of an income tax. So there are seri- 
ous implications. 

We would recommend, more or less, a split system, going back 
to the way this country really was run for the first 120 years where 
you do have a corporate income tax, but there were no personal in- 
come taxes. 

Thank you. 

[The prepared statement follows:] 
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July 18. 1996 

Testimony of- 

Martin A. Armstrong 

Chairman Princeton Economic Institute 

214 Carnegie Center 

Princeton, NJ 08540 


Mr Chairman, members of the committee. I would like to thank you for inviting me here today to 
offer what information PEI has gathered from our experience in dealing with the multinational 
corporate and institutional sector of the global economy. As a brief background, PEI maintains 
offices in the US, Tokyo, Hong Kong, Sydney and London. We currently provide corporate and 
institutional advice under contract on global assets exceeding US$2.5 trillion, an amount equal to 
about half of the US national debt. 

In our capacity as an advisor serving the international community in real life decision making 
rather than theory, PEI may be uniquely qualified in providing insight as to how and why both 
investment and business capital flows are affected by a nation’s domestic policy objectives. 

It has been our experience, that there are five key factors that provide the core stimulus behind 
capital flows internationally. 

• 1) Foreign Exchange 

« 2) Taxation 

• 3) Labor Costs 

• 4 ) Inflation & Interest Rates 

• 5) Security (geopolitical & financial) 

Let me begin with foreign exchange as an illustration of how capital is being affected before 
discussing taxation. 

Foreign Exchange fluctuations have become the number one cause of corporate losses. The 
percentage movement in the exchange value of currencies has become as high as 40% over a 
two year period. Exchange losses have impacted every sector of business in every nation to the 
point that the very way multinationals operate today is dramatically shifting from that of only 10 
years ago. Multinationals have been forced to change pricing policy as well as the location of 
manufacture in an effort to reduce extreme financial risks for their shareholders. Transactions such 
as Rockefeller Center, MCA etc resulted in significant losses to the Japanese investors, more so 
by the 40% depreciation of the dollar than the actual decline In value of the underlying assets. 
Japan Airlines was forced to lay-off 25% of its work force last year due to the fact that their cost 
base was Japanese yen while their revenue was largely foreign currency denominated. In 
Germany, Mercedes has been forced to restructure their pricing policy as of July 1 st, 1 996 due to 
foreign exchange. Instead of pricing the product in DMarks around the world, which has cost them 
market share, products will now be priced in local currency thereby transferring the currency risk 
back to Germany 

These are but a few examples of how the more recent extreme fluctuations in the exchange 
value of currencies has impacted business and investment decisions on a global scale While it 
may be politically preferable to manipulate currency values in an attempt to impact trade flows, in 
reality, trade accounts for less than 10% of the total world capital flow movement. Our warnings 
delivered in a letter to Congress and the White House back in 1985 cautioned against such 
intentional currency manipulation as enacted in the G5 September Plaza Accord. The net result of 
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attempts to influence trade through currency manipulation led to the 1987 Stock Market Panic. 
PEI's research was requested by the Brady Commission and we would like to think that we had 
some impact upon its findings since two of our clients were on the Commission itself. Mr. Brady 
later stated that he believed that currency fluctuations had played a role in the Panic of 1987. 
Offered here is a graphic illustration (figure #1) of the net capital flow movement for that period. 
The upper portion of the graph plots trade and the lower portion capital movement which included, 
stocks, bonds and real estate investment. What is important to note is that ever since 1987, the 
fluctuations in net capital movement have become more than 10 times as volatile when compared 
to the pre-1987 era. 


JAPAN Net Capital Iitovemesl in BOs USft 



copyright PBl 1040 AH 

Figure #1 


The second most important factor influencing net capital flow movement is none other than 
taxation. However, taxation is more than a pure income tax. Taxation contributions imposed on 
business based upon social objectives involving labor are of greater importance than the mere 
superficial level of corporate income tax rates alone. 

It is wrong to assume that manufacturing jobs flow to merely the lowest possible labor cost. If 
this were true, then all manufacture should be conducted in Mexico, South East Asia or better still 
- Africa. In our capacity as a corporate advisor helping to make such strategic decisions as to where 
companies should or should not locate, there are 5 primary considerations that go into the final 
decision process on this level. 

• 1) Rule of Law 

• 2} Labor Skill availability 

• 3) Taxation Contributions Required on Labor 

• 4) Corporate Tax Rate 

• 5) Regulation 
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We have clients who have turned down what appeared to be lucrative business ventures in 3rd 
world nations as well as Russia or China based upon the lack of a Rule of Law that is required to 
secure the capital at risk. Without a solid Rule of Law. business cannot operate. Such ventures 
that do develop in those parts of the world depend upon government guarantees from their native 
country of origin in an effort to undenwrite the political risk at hand. 

While it is obvious that labor costs are closely associated with labor skills, what is largely 
overlooked are the social taxation and regulations associated with a work force We found Asian 
companies who wished to open manufacturing plants within the EC made their decision based 
upon the level of skills available and then secondly chose the lower total cost of labor. For example, 
the UK attracted more than 40% of all foreign investment into Europe due to the fact that it had a 
skilled labor force but its cost was much less compared to that of Germany or France. This cost 
factor was determined not by mere wages, but included the social taxation that companies were 
required by law to provide. On that score, the labor costs in the UK were 40% less than Germany. 

When a company did NOT require a major work force but instead merely needed a legal entity 
within the EC, then the primary deciding factor became the corporate tax rate. While the UK 
corporate tax rate was 1 9% less than Germany, they were still more than twice that of nations such 
as Spain and Ireland. Therefore, corporate headquarters or low skilled labor requirements tended 
to gravitate to the lowest possible corporate rale within the EC. This is illustrated by the impressive 
Irish economic growth rates of 9% compared to European economic growth rates of 2 5%. We 
have found that there is a correlation between high unemployment and high total taxation and 
regulation costs across Europe today. 

Of course, regulation was a maior factor as well This we can see within our own US borders as 
well. Southern Stales are actively competing for Northern corporations and jobs. If we look at those 
states where regulation is the least intrusive and taxation is the most favorable, you will find the 
highest number of corporate relocations and new foreign business ventures within the United 
States. 

Domestic Taxation policy must take into consideration our new global economy. We must be 
sensitive to being competitive not merely on labor costs, but also on the total taxation and regulation 
costs if we hope to avoid the dismal European example with its chronic unemployment in excess 
of 10% year after year. We must also keep in mind that taxation itself is largely influenced by 
philosophical decisions made by governments without considering the true total economic impact. 
For this reason, taxation has been a major factor in altering world capital flows as well as economic 
growth levels. When the US corporate tax rate hit nearly 70% during 1968-1969, virtually every 
American company began shifting manufacture offshore. Today, over 65% of the US trade deficit 
is made up of US companies importing their own goods manufactured somewhere else. In fact, if 
we allocate world trade according to the flag a company flies instead of the last port of assembly, 
you will find that the US has a net trade surplus in excess of $150 billion. 

Much of the economic turmoil in Japan today is being caused by excessively high tax rates In 
fact, three of the first section listed companies on the Tokyo Stock Exchange have renounced their 
Japanese heritage and moved to Hong Kong due to a 15% tax rate compared to nearly 70% in 
Japan Our economy contracted from the 1960s for 12 years. Japan appears to be facing the very 
same long-term trend. After 6 years, the Japanese economy remains in the throws of a near 
depression and taxes have still not been reduced. Despite the fact that interest rates have fallen 
in Japan to 0.25%, there remains no interest in borrowing for domestic economic expansion, 

The method of taxation through domestic social objectives is also a key factor in shifting global 
capital flows. For example, the US is one of the very few nations that seeks to lax their citizens and 
corporations on worldwide income. Most British Commonwealth nations lax worldwide income if 
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earned in a tax free zone. Therefore, if the US were to totally eliminate the corporate income tax, 
we would run the risk of corporate earnings In the US being considered as income from a tax free 
zone. 

Furthermore, US tax code classifies income made overseas as if any overseas income is derived 
solely to avoid domestic taxation. The 50% and/or control rule for US companies as the sole criteria 
for taxation penalizes US enterprises forcing many into joint ventures simply to avoid double 
taxation in the US. We also discriminate against American companies trying to enter foreign 
markets by passing the tax burden directly to personal income even If such earnings are not 
distributed. Our tax code assumes that any offshore entity is merely trying to avoid taxes without 
testing whether or not an actual business is being developed as compared to an offshore account 
for investment purposes. 

In addition, our prejudice against capital gains versus short-term income within our tax code 
provides a incentive to manufacture and develop domestic products offshore. The US is one of the 
few nations whose tax system punishes long-term investment while rewarding short-term specu- 
lation. Again, the capital gains taxation has exported more American jobs not because of the mere 
rate, but due to the fact that losses have been treated differently from short-term Income while 
disallowing the impact of inflation indexing Consequently, while virtually every electronic product 
from VCRs, CDs and assorted appliances were designed and patented in the US. their final 
development and manufacture have been more fairly treated by nations such as Japan. This 
uncompetetive social philosophy inherent within American tax code has been one of the major 
causes of forcing US companies offshore into joint ventures than even the net level of income tax 
itself. 

V/hile many will argue that corporations pay little in income tax. what is grossly ignored is the 
taxation of labor that is a huge direct cost to business. If we look at our own revenue statistics, you 
will find that the taxation contributions to the payroll tax paid by corporations is substantial - generally 
twice the level of corporate income taxes 

We must also take into consideration the net cost of taxation upon the nation as a whole. While 
it is true that the national debt doubled under Ronald Reagan moving from $1 to $2 trillion, this 
alone does not mean that lower taxes or Reaganomics failed. Under Bush and Clinton, the national 
debt has now more than doubled from $2 to $5 trillion despite raising taxes. 

We must honestly review the economic facts of the past 16 years in order to understand our 
future. Since Ronald Reagan, we have actually had a balanced budget from the perspective of 
revenue vs spending. At 8% compounded, you double your money in a bank in about 8 years, The 
interest expenditures during the Reagan period were equal to nearly $1 trillion. Today, we actually 
collect about $100 billion more in revenue than Congress actually spends on programs. This is 
being absorbed by our interest expenditures. In fact, since 1960, the total interest expenditures 
paid now equal 68% of the total outstanding national debt. We are indeed becoming a Banana 
Republic. 

At times, up to 40% of our national debt has been held by offshore investors who pay no income 
tax in the US. This means that domestic spending from Congress is no longer stimulating our 
domestic economy. If fact, an analysis of capital flows reveals that the Japanese earned more from 
the US on their investment income in the past 16 years than they did on trade. 

By taxing interest income, we penalize Americans and overpay foreign investors exporting more 
capital than would otherwise take place. If we eliminate the income tax on government bonds, we 
could reduce the interest rate to the actual net return after taxation. This alone could result in an 
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instantaneous balanced budget since we currently collect more in revenue than we spend on 
programs with the excess being consumed by Interest. 

Capital is rushing around the globe today much in the same manner as it did going into the Great 
Depression . Herbert Hoover wrote in his Memoirs that ‘’capital acted like a loose cannon on the 
deck in the middle of a torrent " In 1985. the largest futures mutual fund was $1 00 million. Today, 
$1 billion funds are a dime a dozen. Everyone is investing somewhere else to avoid local taxation. 
It is now estimated that over $2 trillion sits offshore, untaxed and unregulated emanating from all 
nations. If we eliminate the personal income tax. then America itself will become the international 
magnet for this vast pool of capital Our interest rates would decline as it always does whenever 
excess capital emerges. This single step alone, combined with creating a tax free government bond 
structure, could spark untold economic growth and help to actually begin reducing our national debt 
rather than waiting for everything to go bust beyond the year 2000 

SUMMARY 

There have been two schools of thought on debt and taxation since government was first 
conceived In modern times, these two schools of thought have never stood in more contrast than 
by the words of two very famous men. 

• "The principle of spending money to be paid by posterity, under the name of funding, 
is but swindling futurity on a large scale." 

THOMAS JEFFERSON, 1789 

■ "The only part of the so-called national wealth that actually enters into the collectives 
possessions of modern peoples is their National Debt." 

KARL MARX. 1873 

If the purpose of this Committee is to fairly reflect upon how our tax code can be used to attract 
jobs and stimulate economic growth rather than employ gimmicks such as currency manipulation, 
special one-off tax deals or the continued denial of the damage caused by Marxism in the postwar 
era. then it is clear from our experience that there can be only one conclusive path. 

• 1) End the discrimination against long-term investment by at least allowing capital gains 
to be indexed to inflation retroactively. 

• 2) Promote honest reform of the Social Security System whereas contributions made 
should be privately managed as is the case In many other nations. The Postal Savings 
System in Japan actually has on deposit In real funds nearly $10 trillion which is then 
managed by the private sector under the watchful eye of government. This will help 
reduce the cost of labor in the US, create jobs through increased savings, and result in 
lower payroll tax contributions for business over the long-term while safeguarding the 
long-term viability of these critical social programs. 

• 3) Eliminate the taxation on government bonds. 

• 4) Eliminate the personal income tax and replace it with a national sales tax of 10% as 
originally intended by the founding fathers with just cause. 

• 5) Reduce the corporate tax rate to 15% matching Hong Kong thereby transforming the 
US to the international magnet for capital. Allow interest paid to be deducted as a part 
of the cost of doing business. 
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Mr Chairman, members of the Committee: 

This is a brief overview of our experience in dealing around (he world on a first-hand observation 
basis. We strongly believe that the replacement of the current income tax system on individuals 
with a national sales tax in combination with a corporate tax rate of 15% will prove not merely to 
be revenue neutral, but also a major economic stimulus that will help our domestic economy grow 
while forcing major economic change around the world restoring the beacon of hope and liberty by 
our example. 


"It is the highest impertinence of kings and min- 
isters to pretend to watch over the economy of pri- 
vate people and to restrain their expense, either by 
sumptuary laws, or by prohibiting the importation 
of foreign luxuries. They are themselves always, 
and without exception, the greatest spendthrifts in 
the society. Let them look well after their own ex- 
pense, and they may safely trust private people 
with theirs. If their own extravagance does not 
ruin the state, that of their subjects never will." 

Adam Smith 
Wealth of Nations 1776 



PrlTicefon t^overntTient I.evy Ratio 


totail cost of goverrvment taxation vle-wed 
by taking all revenues as % of total GDP 
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Federal Corporate Income Tax Brackets and Rates 

1909-1994 





mSM 


15 0 1 % (No exemption after Q3/01/13) 

Q 2 % 

Q 6% 

19183 21 12% Wac P r ofits and Ence^s-Profits Tan Proftls over a.OOO plus 8% ot invasted caprtal subject to graduaiqd rates 

First Bracket: 30% Second Bracket. 65% Third Bracket: The sum. if any. by which 80% of the amount ot the net income in excess of the 
war-profits credit exceeds the amount of the lax computed under the first and second brackets. 

1919-21a2t 10%a , 

1922-24 2t 12.5% 

1925 2t 13% 

1926-27 2t 13.5% 

1928 3t 12% 

[ 1929 3t 11% 

[mo^1~3t 12% I 

‘0 Exemptions after 1931' 

1932-35b 13.75% 

1936-37b a% 2t 15% over 40t 

Graduated Surtax on undistributed profits ranging from 7-27%b 


1938-39b 12.5-16% 2 5t 
194Qb 14.85-18.7% 25t 
1941b 21-25% 25t 

1942-45b 25% 5t 

1946-49 21% 5t 

1950d 23% 2 5t 

28.75% 25t 


19%c over 25t 

36.3% 31,964 36.9% 38,565 24% over38.656 

44% 38.964 31% ovef38.964 

29% 25t 53% 501 40% over SOI 

25% 25t 53% 50t 38% over SOt 

42% over 25t 

50.75% over 261 



15% sot 25% 75t 34% 1001 39%h 335t 34% 10m 35% 15m 38%h 181/3m 35% over 18m 


t^ihousano m~million 

a in 1919 and t920. the war profits tax was repeated and the excess profits tax was 20%-40% of the pro^ over 3, OCX) plus 8% of invested 
capital (not to exceed 20% of net incorrw over 3.0(XI). (See Revenue Acf of 1918 for details on the excess-profit & war profit taxes and credits ) 
b. From 1933 to 1935, 5% of the profi® above 12 5% of adjusted declared value of capilal stock was imposed. From 1936 to 1939, the lax 
ranged from 6% to 12% on jvQfttsover 10% of adjusted declared value. From 19*0 to 1945, these lax rales were 6.6% to 13 2%. In addition, 
profift exceeding 95% of the average net income for 1936-1939. plusa<4usimenis. were taxed at graduated rales of 25-50% m 1941 35-60% 
m 1942-43, 90% in 1944, and 95% m 194S. 
c Less adjustments: 14 025% of div»derxls received and 2.5% ol dividends pwd- 

d Additional lax of 30% of profits exceeding 85% ol net income (average of 3 highest years, 1946-49) adjusted by changes in capital stock (1946- 
49) was imposed in 1950 (03% ol next income « 1951-53). Total tax limiled to 62% ol excess profits net income before deduction ot excess 
profits credit ($25,000) In 1951, the maximum excess profits (axImMied to 17 25% of excess profits net income before deduction of excess 
profits credit of $25,000. For 1 952-53 me hmit was 18% 
e. Includes surcharge of 10% in 1968 ar>d 1969. and 2 5% m 1970 

f Rales shown effectrve for tax years beginning on or after 7/1/87 Income in tax years that mdude 7/1/87 (other than the first date of such year 
IS subject to a blended rate. 

9 This pTOviswo phases out the benefit of graduated rales frw corporations with taxable income between $ 100.000 and $335,000 Oarporatroos 
with taxable income above $335,000 inerfect pay a flat rate of 34% 
n Tre 39% and 38% rales aie imposed to phase out the benefits of Che lower brackets for high-incxxne corporations 
Sourco=ACIR (Advisory Commission on Intergovemmer^tal Retaixxns. uS Gowemmenl) 




85 


Outline: 


The impact of taxation and foreign exchange on international net capital movement, investment 
(rends and corporate decisions as to the location of manufacturing and business decisions and the 
need for government to consider domestic policy objectives on the flow of jobs and capital in the 
global context of our economy. 


Suggestions: 

• 1 ) End the discrimination against long-term investment by at least allowing capital gains 
to be indexed to inflation retroactively. 

• 2) Promote honest reform of the Social Security System whereas contributions made 
should be privately managed as is the case in many other nations. The Postal Savings 
System in Japan actually has on deposit in real funds nearly $10 trillion which is then 
managed by the private sector under the watchful eye of government. This will help 
reduce the cost of labor in the US, create jobs through increased savings, and result in 
lower payroll tax contributions for business over the long-term while safeguarding the 
long-term viability of these critical social programs. 

• 3) Eliminate the taxation on government bonds. 

• 4) Eliminate the personal income tax and replace it with a national sales tax of 10% as 
originally intended by the founding fathers with just cause. 

• S) Reduce the corporate tax rate to 15% matching Hong Kong thereby transforming the 
US to the international magnet for capital. Allow interest paid to be deducted as a part 
of the cost of doing business. 
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Mr. Hancock. Thank you for your testimony. 

Dr. Raboy. 

STATEMENT OF DAVID G. RABOY, PH.D., CHIEF ECONOMIC 
CONSULTANT, PATTON BOGGS, L.L.P. 

Mr. Raboy. Thank you, Mr. Chairman. 

My name is David Raboy. I am the chief economic consultant to 
the law firm of Patton Boggs, L.L.P. I am pleased to testify today 
on the implicatations for international competitiveness of fun- 
damental tax reform. 

I will discuss the choice of tax base and structure as it applies 
to international transactions, investigate the importance of border 
tax adjustments, and describe the effects on competitiveness from 
narrowing the base of taxation to achieve social goals. 

My primary conclusions are as follows: The current tax structure 
contains an inherent artificial bias against capital investment. This 
results in an erosion of productivity rendering U.S. companies less 
competitive. 

The current tax structure also impedes competitiveness through 
an artificial bias against private savings. There is substantial em- 
pirical evidence that even in the presence of world capital markets, 
a country’s investment is constrained by its domestic savings rate. 

In addition, when there is a domestic investment savings 
inbalance, the savings deficit must be made up by capital inflows 
from foreign savers, which increase demand for the dollar, causing 
a currency depreciation, and in turn making U.S. goods relatively 
more expensive in world markets. 

Removing artificial tax distortions to private savings decisions 
will allow increased productive investment without countervailing 
currency changes. 

In the savings and investment area, the flat tax, the USA tax, 
the VAT, and the sales tax would all have qualitatively similar 
positive effects on competitiveness. This is true, despite all the at- 
tempts at product differentiation and the deification of one’s own 
proposal while simultaneously demonizing all others. These four 
proposals are all based on the taxation of consumption and would 
eliminate the current law biases. A broad-based income tax, how- 
ever, would retain the distortion. 

There is an area of real difference, however, and that concerns 
border tax adjustments. There is conventional wisdom in the eco- 
nomics profession that border tax adjustments are irrelevant with 
regard to international trade. While this may be technically true in 
the long run under a set of very highly restrictive assumptions, as 
Keynes said, “in the long run, we are all dead.” To me, the more 
interesting analysis from a policy standpoint applies to the sectoral 
changes that occur in the short run. 

Now, the near-term consequences of shifting to a border adjust- 
able tax would appear to be significant. Switching from an origin- 
based system, like our current Code, to a destination principle will 
result in more exports and/or increased investment in export- 
producing companies during the adjustment period, and I can 
elaborate in the question period. 

Similarly, there will be fewer imports and/or more investment 
flowing to import-sensitive companies. Since the system will ulti- 
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mately be trade neutral, if the United States were to undergo fun- 
damental tax reform, it would seem wise to avail itself of these 
benefits. 

There are other reasons why a destination principle tax is pre- 
ferred to an origin-based one. Some of the most contentious and 
frustrating controversies in international taxation concern related 
company transfer prices. With an origin-based consumption tax, 
these controversies will remain. In a destination-based system, 
however, transfer pricing issues would be largely eliminated. 

Another issue has to do with incentives regarding production fa- 
cility location, the so-called runaway plan issue, and I want to 
stress that there are many, many influences that affect where a 
company will locate its facilities, but taxes are part of that mix. 

Under an origin-based tax system, to the extent that there are 
existing incentives to locate facilities in low tax countries, they 
would remain. These incentives are eliminated under a destination 
principle consumption tax. 

If Congress decides to initiate fundamental tax reform, it should 
choose to shift from an origin principle to a destination principle. 
A broad-based income tax is obviously ineligible for a border tax 
adjustment under GATT rules. Similarly, the flat tax would be 
viewed as a direct tax and, therefore, ineligible as well. The sales 
tax, the VAT, and the business portion of the U.S. tax would all 
be considered indirect taxes and, therefore, could be made adjust- 
able at the border. 

Regardless of which system is ultimately chosen, affording pref- 
erential treatment for social or other reasons to certain classes of 
goods or industries could result in a deterioration of international 
competitiveness. The economic literature concludes that a con- 
sumption tax will have adverse trade effects if preferential tax 
treatment such as exemption, zero rating, or lower tax rates is af- 
forded to goods that don’t enter international trade, while goods 
that are either appropriate for export or compete with imported 
goods bear the full tax burden. 

Many of the goods in existing consumption tax systems that re- 
ceive preferential treatment do not enter international trade, such 
as medical care, housing, education, and categories of food. 

Real or perceived, regressivity should be dealt with outside of the 
consumption tax system if we are to avoid damage to the trade- 
sensitive sector of our economy. 

Thank you, Mr. Chairman. 

[The prepared statement and attachment follow:] 
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STATEMENT OF DR. DAVID G. RABOY 
CHIEF ECONOMIC CONSULTANT 
PATTON BOGGS. L.L.P. 


L Introduction 

My name is David G. Raboy and 1 am ihe Chief Economic Consuiiani lo ihe law firm of 
Patton Boggs. L.L.P. I am pleased to testify today on the implications for international 
competitiveness of replacing the existing Federal income tax with one of several variants ol 
fundamental tax reform initiatives. These variants are a broader-based, flatter-rated income tax. 
the consumption-based tax that has come lo be known as the "flat tax." a cash flow lax similar to 
the L'SA tax: a VAT (either m subtraction or credit-invoice form); and a national sale.s tax 
(NST). 


In my testimony I will I ) discuss the fundamental choice of tax base and structure as it 
applies to international transactions: 2) Investigate the importance of border-tax adjustments; and 
3) describe the effects on competitiveness from narrowing the base of laxation to achieve social 
goals. Each reform variant will be considered in the context of these three areas 

The primary conclusions of my testimony are: 

• The current tax structure impedes competitiveness because of an inherent bias against 
capital investment. This results in an erosion in productivity, rendering U.S. 
companies less competiiive. 

• The four lax reform proposals that arc based on the taxation of consumption •• the flat 
tax. the USA tax. the VAT. and the sales tax - would all increase competitiveness by 
eliminating the current-law bias against capital investment A broad-based income tax 
would retain the anti-capital bias 

• The current lax structure also erodes competitiveness through an artificial bias against 
private saving. Because miemaiional capital is not entirely mobile, a country’s 
investment is constrained to some extent by its saving rate. In addition, when there is 
a domestic investment/savings imbalance, the saving deficit must be made up by 
capital inflows from foreign savers Capital inflows increase the demand for the 
dollar, all else constant, which causes a currency appreciation, making U.S. goods 
relatively more expensive In world markets 

• The tour tax reform proposals that are based on the taxation of consumption would all 
increase compeiitivenc.ss by eliminating Ihe current-law bias against private saving. A 
broad-based income tax would retain the ami-saving bias 

• There is conventional wisdom that states that border-tax adjustments are inelevani in 
the long-run with regard to imemaiional trade. While this is technically true in the 
long-run under a set of highly restrictive assumptions, probably the most interesting 
analysis applies to sectoral changes in the "short run." 

• The "shon-run” consequences of shifting to a border-adjustable tax would appear to be 
significant indeed. Switching from an origin-based system to a destination principle 
will result in more exports and/or increased investment in export-producing companies 
during the adjusimem period Similarly, there will be less imports and/or more 
investment flowing to import-sensitive companies. Since the system will ultimately 
be trade neutral, if the United Slates were to undergo fundamental tax reform, it would 
seem wise lo avail itself of these short-term benefits. 

• There are other reasons why a destination principle tax is preferred to an origin-based 
one. Some of the most contentious and frustrating controversies in international 
taxation concern transfer prices. With an origin-based consumption tax. these 
controversies remain, indeed may be exacerbated In a destination-based system, 
however, all transfer pricing issues are eliminated. 

• Another issue has to do with the differential incentives regarding production-facility 
location (often labeled the "runaway plant" issue) under aliemauve border-iax 
adjustments Under an origin-based tax system, even one levied on a consumption 
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ba^e. there remain incentives to locale facilities in lou-tax countries. These incentives 
are eliminated under a destination principle consumption tax. Indeed, investment may 
relocate to the United States. 

• If the Congress decides to initiate fundamental tax reform, and shift the base of 
taxation from income to consumption, it should also choose to shift from an origin 
principle to a destination principle. This shift will be beneficial to the trade sector, 
will eliminate transfer-pricing controversies, and will remove distortions that 
encourage companies to move facilities overseas. 

• A broad-based income tax is obviously ineligible for a border-tax adjustment under 
current GATT rules Similarly, the flat lax would be viewed as a direct tax and 
therefore ineligible as well. The sales tax. the V AT. and the business portion of the 
USA tax would all be considered indirect, taxes, and therefore could be made 
adjustable at the border. 

• Regardless of which system is ultimately chosen, affording preferential treatment to 
certain classes of goods or industries which narrows the tax base could result in a 
deterioration of international competitiveness The economic literature concludes that 
a consumption tax will have adverse trade effects if preferential tax treatment - such 
as exemptions, zero-rating, or a lower tax rate -- is afforded to non-iraded goods. 
Many of the goods in existing consumption-tax systems that receive preferential 
treatment do not enter international trade. 

U. Basic Structure and Competitiveness 

The curreni tax s\stem has eroded the ability of U S industry' to compete intemaiJonall> 
by imposing artificial tax biases whose effect is to lower total factor productivic) in general, and 
labor productivity specifically. The primary bias in the lax code is one that discourages 
investment and saving incur economy. 

Investment 

There are many factors that affect worker productivity, but most economists would agree 
that increased productivity requires a healthy rate of capital investment. The current tax system 
anificialK increases the cost of capital through multiple layers of taxation on productive 
investment This discourages investment, lowers labor productivity, and renders the economy 
less efficient than it would be were market forces not distorted 

Although (he anti-capital bias is exacerbated by the complexities and arbitrary nature of 
(he existing tax code, it is an inherent part of any tax levied on an income base A fundamental 
switch to a consumption-based system would not, as some believe, subsidize investment or give 
the owTiers of capital a free ride. Rather, switching to a tax system that employs a consumption 
base would simply restore neutrality to society's collective decision as to how much of the 
nation's output to consume, and how much to invest. 

T his concept of neutrality regarding investment decisions appears to be one of the most 
misunderstood aspects of the lax reform debate, as has been most evident in arguments regarding 
the flat tax. The popular perception is that capital income is "exempt" under various 
consumption-base tax variants, and therefore workers bear the entire burden of government. This 
IS simply not true. 

Under a consumption based-tax system, all income is taxed once, but only once. 
Consider, for example, a VAT. The perception that capital is exempt stems from the feature that 
physical assets are expensed by the purchasing firm. The reason for this feature is that the 
value-added associated with the purchased asset has already been taxed — when the producer of 
the asset sold it to the purchaser If the purchasing firm were not allowed to expense the 
purchased asset, this inherent value-added would be taxed twice, resulting in a bias against 
investment goods, in favor of other goods which are only taxed once. 
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This becomes more appareni when one considers the case of a vertically integrated firm 
that produces its own capital assets iniemally. Such a firm would not be allowed to expense its 
capital assets under a VAT, because the assets would not have been previously subject to the 
VAT. The rule is that all value-added is taxed once but only once. 

Labor compensation is not exempt from the VAT base because, since we don't have a 
"head tax" in this country-, labor value-added has not been subject to a previous layer of tax. The 
ireaimeni is symmetrical with respect to capital. Only previously taxed capital can be expensed. 

The income lax is inherently biased against capital due to multiple layers of la.xauon 
Empirical evidence increasingly establishes that a shift from an income based system to a 
consumption based one will increase economic efTicicncy and the rate of capital formation For 
instance, a study by Alan Auerbach and LawTence Koilikoff concluded that. "[t]he consumption 
tax base generates significantly more long-run capital formation than either the wage lax or the 
income tax.'" Substantial efficiency gains from replacing the corporate income tax with a VAT 
were also found in an analysis by Ballard. Scholz. and Shoven.^ Don Fullerton and Diane Lim 
Rogers also researched VAT/other-ia.x substitutions and concluded that there were substantial 
efficiency gams from replacing the income lax with a VAT and even larger ones from using the 
VAT as a substitute for the corporate income tax.' 

Fundamental tax reform w-hich replaces the current income-based system with a 
consumption-based one will, therefore, enhance the iniemaiional competitiveness of U S, 
industry through a removal of the current bias against investment Of the five reform proposals 
that are the subject of this hearing, four - those that define the tax base to be consumption - pass 
muster w ith respect to investment neutrality. Any type of reform which retains an income base 
will relain the existing bias against capital. Therefore, a broader-based income tax will not 
enhance competitiveness in (his area. 

The remaining four reform variants are all consumption taxes Despite all the attempts at 
product differentiation and deification of one's own proposal while demonizing all competitors, a 
Hat tax. USA tax. VAT. and a sales lax all essentially achieve the same tax base. They are all 
consumption-based taxes, and despite different points of taxation, rate structure, and 
administrative procedures, they are gualiiaiively equivalent. .Any one of the four would result in 
increased investment, economic efficiency, and international competitiveness. 

Savings 

The United States has one of the lowest savings rates of all OECD countries. If the 
investment bias were rectified at the business level, but savings remained low-, there could be an 
anomalous result in terms of competitiveness because of the effects of required capital inflow s on 
the value of the dollar. 

In a world where capital is mobile, investment can increase without a commensurate 
change in domestic savings, but only if foreign savers are willing to fund the new investment 
through capita! inflows In and of itself, there is nothing wrong with foreign savers purchasing 
U S, financial assets. There is. however, a secondary effect. 

In order to purchase U S. assets, foreign savers have to transact in U.S. dollars. All else 
constant, the mirror image of a capital inflow is an appreciation of the dollar, which makes U.S. 
goods relatively more expensive in world markets. Even if new investment were to make the 
LfS economy more efficient, if such investment were financed primarily by foreign savers, there 
would be at least a partially offsetting elTect due to exchange rate changes. Given the vagaries of 
foreign exchange markets, this countervailing effect should not be overstated, but Lawrence 

AlanJ Auerbach and Lawrence J. Kotlikoff. Z^na/n/c Fijca/ A/o<ye/i»ig, Cambridge, I987.at57 

Charles L Ballard. John Karl Scholz. and John B Shoven. 'The Value-Added Tax: A General 
Equilibrium Look ai its Efficrency and Incidence," The Effects of Taxation on Capital Accumulation. Manm 
Feldstein-cd . University of Chicago Press-1987, ai 47, 

Don Fullenon and Diane Lim Rogers. Who Bears the Lifetime Tax Burden?. Brookings-Washmgion DC 
1993, at 230 



91 


Summers is correct in this assessment; "The only way in which we can raise both investment 
and iniemalioiia) competitiveness simullaneously is to increase national savings "* 

In addition, there is strong empirical evidence that international capital is insufficiently 
mobile to render domestic savings irrelevant There is a strong correlation between rates of 
domestic saving and investment in OECD countries Therefore, rates of investment in 
productive capacitv will be constrained by low rates of saving 

One of (he more controversial areas of the tax reform debate is the effect of different tax 
bases on the aggregate rate of savings. There is virtually no controversy among economists 
concerning the proposition that an income tax is inherently biased against savings. The 
following example illustrates this bias. An individual earns income and pays tax If he or she 
uses the proceeds for consumption, there are no additional tax consequences; but if the income is 
saved, the interest is taxed a second lime. This well-known double taxation of savings distorts 
the decision to save or consume. 

Whereas most economists accept the notion of the savings/consumption distortion in the 
income tax. there is considerable controversy regarding the effects on saving rates from 
removing this distortion. There is a well known concept in economics that the response of 
saving to an increase in the real after-tax rate of return to saving is a function of two 
countervailing forces There is a pure substitution effect which increases the savings rate as 
present consumption becomes relatively more expensive, and an income effect which works in 
(he opposite direction because individuals can save less and still achieve a target level of future 
consumption. Resolution of the savings response is, therefore, an empirical matter if we are 
caneerncJ m iih an autonomous increase in rates of return 

In the context of a revenue-neutral lax reform, however, there is no income effect. By 
definition, in the aggregate, the same level of resources is extracted from the private sector. 
Therefore, the price of future consumption relative to present consumption is altered, producing a 
savings response, but since in the aggregate, after-tax income remains the same, there is no 
counien ailing income response In economic parlance, the tax changes are "compensated." 

This IS not controversial in the economics profession. It is part of Auerbach and 
Koilikoffs model "Since the tax policies considered here are compensated, there is no overall 
income effect for the private sector.. h is pm succinctl> by Feldstem. 

.Although offsetting income and substitution effects imply that 
raising the rate of return has a theoretically ambiguous impact on personal 
saving, a compensated tax change that increases that rate of return to 
savers unambiguously raises national saving. Moreover, as Feldstein and 
Tsiang (1968) noted, the theoretical ambiguity disappears even for an 
uncompensated change for the vast majority of individuals who initially 
do no saving For such individuals, savings would unambiguously be 
increased by a rise in the real net rate of interest.® 

Therefore, in the context of revenue neutral tax reform, the subject of this hearing, a 
replacement of the current lax system with a consumption-base tax should lead to an 
unambiguous increase in the U.S. savings raie. 

There is a growing body of empirical evidence that suggests that tax changes which 
diminish the anti-saving bias of the tax code do result in increased savings. For instance, 
recently an article appeared in the prestigious Journal of Public Economics entitled. "Do 401 (k) 

‘ Sumniers. Lawrence H 1987 "The Impact of Tax Policy on Savings " In Charles £ Walker and Mark A 
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Coninbuiions Crowd Out Other Personal Saving'i’"' The study considered whether 401(k) plans 
resulted in new savings or simply supplanted other savings Porerba et al concluded, "most 
401(k) contributions represent new saving."* This conclusion is nothing new One of the first 
researchers to study IRAs. David Wise, produced evidence from individual panel data that IRAs 
were effective new savings vehicles. In a study of IRA limit increases included in a National 
Bureau of Economic Research fNBER) volume in 1987 Wise determined: 

The primary focus of (his paper, however, has been the effect of 
limit increases on other saving How much of the IRA increase would be 
offset by reduction in non-tax deferred saving? The weight of the 
ev idence suggests that only a small proportion of the increase would be 
offset by reductions in other financial assets, possibly 20% or less. Our 
estimates suggest that approximately 45%-55% of the IRA increase would 
be funded by reduction in consumption and about 35% by reduced taxes. 

Other studies, e g., Feenberg and Skinner (1989)'” and several papers by Venti and Wise, 
provide es idence of the net savings effects of IRAs and other lax deferred savings vehicles. In a 
1991 study of a survey of 20.0(X) households, Venti and Wise revisited the issue of the effects of 
increasing IR.^ limits on net savings. They concluded: 

About two-ihirds of the increase would be financed by reduced 
consumption and about one-third by reduced taxes Very little would be 
financed by reducing other saving or by increasing debt." 

A recent paper by Martin Feldstein also confirmed that IRAs and other tax-deferred 
savings vehicles contribute to national savings; that is, the increase in saving exceeds the 
resulting loss of tax revenue The studies previously cited all concluded that national savings has 
increased as a result of savings vehicles. Feldstein argues that these studies actually 
underesiimaie the savings effect by not including the effects on corporate tax revenues when new 
IRA saving is invested in corporate investments that generate income 

Previous analysis of IRA plans and other savings incentives have 
miscalculated their effect on tax revenue (and therefore on national saving) 
by focusing exclusively on personal tax payments. Tax rules that include 
personal saving also have important positive effects on corporate tax 
revenue. The revenue loss associated with IRAs and other savings 
incentives is therefore smaller than generally estimated and may actually 
be a revenue gain 

It IS not only in the L'niied Slates that evidence linking saving and tax incentives has been 
found Burbidge and Davies recently studied the tax-deferred retirement system in Canada and 
found, "a strong gross correlation between tax incentives for saving and the personal saving 
rate."'’ This concurs with an earlier study by Carroll and Summers which explained the 
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divergence in the savings rates in Canada and the United States as resulting from the expansion 
in tax-deferred retirement plans in Canada.'^ 

As was the case with the investment issue, four of the five candidates for tax reform 
considered in this hearing will increase international competitiveness by removing the 
anil-savings bias of the present tax code. The USA tax. with an exemption for saving at the 
personal level while returns to saving are taxed when spent as consumption, is savings neutral. 
So 15 the flat tax which taxes all capital returns only once at the business level. Similarly, the 
VAT and the sales tax are also neutral in their effects on the saving/consumption decision. Any 
broad-based tax which retains the concept of an income base, however, would continue the 
artificial distortion of savings choices 

[I], Border Tax Adjustments 

One of the policy issues where it is claimed that business people and those that study 
their decisions are most at odds is the eftect of border-tax adjustments on competitiveness The 
existence of this issue, of course, can be blamed on the GATT (The General Agreement of 
Tariffs and Trade), which allows a system of border tax adjustments. Such adjustments are 
allowed on "indirect taxes” (sales taxes, VaTs, excise taxes, and the like), but not on "direct" 
taxes (income taxes, payroll taxes, and other taxes on income flows). Given a choice of adopting 
the "origin" principle, where taxes are levied on goods in countries w’here they are produced, or 
the "destination" principle, where taxes are levied on goods in the country' in which they are 
consumed, the GATT adopted the destination principle. Indirect taxes like the VAT, which are 
applied directly to goods, are levied on imports and rebated on exports while direct taxes like the 
corporate income tax. which may indirectly enter the price of goods, are not applied to imports 
and not rebated on exports. 

There is conventional wisdom that states that border-tax adjusiments are irrelevant in the 
long-run with regard to iniemaiionaj trade. Less sophisticated analysis simply argues that any 
trade effects are eliminated by changes in exchange rates. More sophisticated analysis focuses 
on the relative prices of traded goods and notes that the relative price of imports to exports (both 
miemally and externally) is unaltered in the long run under both the origin and destination 
principles Therefore, it is argued, border-tax adjustments have no long-run influence over a 
nation's trading pattern While this is technically true in the long-run under a set of highly 
restrictive assumptions.'’ probably the most interesting analysis applies to sectoral changes in the 
"short run." 

The classical theory of trade states that countries trade because they are different. Thev 
are endowed with different levels of natural resources, labor of differing qualities and costs, 
capital, and other factors of production, or there are diflerences in consumer tastes. Because they 
are different, countries face different trade-offs in the types and quantities of goods and services 
they can produce, given their differing resources. In one country a class of goods may be 
relatively less cosily than in another country, therefore, "comparaiive advantages" may exist. 

The classical theory holds that by engaging in trade with one another, countries can 
exploit others' efficiency and better themselves. As they begin to trade, the relative prices of the 
goods entering trade in each country will change until relative prices arc equalized. At this 
"equilibrium" each country will be economically better off than it was before because there will 
have been "gains from trade." The faith that is required is that the free market will son out the 
best solution. Therefore, countries are best served if prices of goods entering international trade 
are not distorted by government policies. But not just any prices — relative prices. One of these 
countries could have higher absolute costs for all products entering trade and the other still could 
benefit from trade. The relative prices that are of importance are expressed as opportunity costs 
" what must be given up in terms of one thing to produce another thing. 
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As a general principle, then, policies that artificially distort the relative prices of traded 
goods dimmish economic efficiency by lessening the gains from trade. There are both internal 
and external relaiixe prices to be considered Economists define the '’leiiris of trade " as the 
external price of exports of a country, divided by the external price of the goods that the countiy 
imports A country is belter off when ihe external price of exports rises relative to imports; that 
is. when the terms of trade improve; because obviously it can buy more with the same volume of 
exports -- what it sells in international markets has increased in value. 

The terms of trade are not, however, the only relative prices that matter to policy makers 
It is well known in the literature, for instance, that there are two countervailing effects of a tariff 
There is an efficiency loss from a distortion of the internal prices facing consumers and 
producers after application of the tariff which disturbs the allocation of resources, and there is an 
improvemenl in the terms of trade w'hich benefits the country For a "small" country . one which 
has insufficient market share to influence world prices, by definition no trade policy can affect 
the terms of trade But policies will influence internal relative prices and force consumers and 
producers into decisions they otherwise would not make, thus distorting the allocation of 
resources and lessening economic efficiency. 

The standard methodology used to investigate the effects on relative prices of border-tax 
adjustments involves a general equilibrium model where all re.suhs are reported after the world 
has fully adapted to a lax change, and no mention is made of whai happens during the period of 
adjustment It makes a crucial assumption that the country being studied is relatively small: that 
is. Its world market share is sufficiently small that it has no power to affect the world prices of 
traded goods By definition, therefore, nothing the country does in terms of policy changes can 
influence the external terms of trade, but tax changes can affect the internal relative prices of 
traded goods facing domestic producers and consumers. These relative prices are what are 
tested, at equilibrium, for the differential effects of border*ta.x adjustments. 

It also assumes that the test country produces three goods. The first good produced by 
the country is consumed domestically, but also can be exported (exportable) The second 
domestically produced and consumed good competes with impons from the rest of the world 
(importables) The final good is produced and consumed domestically and is neither exported 
nor does it face potential import competition (non-traded). 

For equilibrium to occur in these models, three conditions must be satisfied. First, the 
domestic seller of the exportable good must be receiving the same return, after-tax. in both the 
home market and the external market. Obviously, if this were not the case, sellers would divert 
sales to where the after-tax returns were higher, and the positive or negative change in domestic 
supply in the home market would cause the domestic price to adjust until after-tax prices were 
equalized in the home and external markets By definition, the world price is fixed, so that the 
domestic price of the exportable would be the price that changes to make sellers indifferent 
between the domestic and external markets. Second, the price of the domestically produced 
importable good, including tax. cannot be any different than the price of the import, including 
tax. Othertvise consumers would shift to the cheaper version until demand changes caused the 
domestic price to adjust to restore equilibrium. Third, domestic supply of the non-iraded good 
must equal demand for there to be equilibrium. 

Short-Run Implications 

To see how crucial the border-tax adjustment is to the traded goods sector of an economy, 
consider the lollowing example. Assume initially ihat a country that is "small" relative to the 
lolalily of world trade has no tax system Because it has little market power, the country's 
producers are price-takers - they are constrained to sell at "world" prices. The world price of the 
country 's goods that compete with imports is 10. The world price of the good the country 
exports is I.' The ratio of the prices of expons to imports (both internally and externally) is 1.5. 

The country’s government, having listened to economists thai have staled that 
border-adiustmenis are irrelevant, imposes a 10 percent origin-based tax. Producers of exports 
would like to charge 16.5 m order to maintain the same after-lax return, as before the imposition 
ot the tax But they can't. They are constrained to sell at a price, including tax. equal to the 
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world price. In order lo remain competitive in world markets, exporters must reduce their return 
on sales lo 1 3.64 per unit. Note that foreign purchasers are still paying 1 5 for the exports, so that 
There is nothing that would pressure exchange rates. The difference is that only 1 3 64 is going to 
the private company w ith the remainder going to the government. 

Quite obviously, a reduction in private returns of over 9 percent is going to cause 
previously competitive companies to lose money. The inevitable result is a contraction in the 
export producing sector, either through business closures or decreased production. In fact the 
export sector must contract until the remaining firms find it profitable to sell exports at 1 3.64. 

Similarly, domestic producers that compete with imports would like to charge 1 1 after the 
tax is imposed. Bui they can't either. Imports don't face any tax under the origin pnnciple. If 
import-sensitive companies want to sell any of their goods, they will have to reduce their private 
return to 9.09. Again, this w'ill drive companies out of business until sufficient contraction has 
been achieved that firms find it profitable to compete against imports at a 9.09 pre-tax price, to 
produce an after-tax price of 10. Note that since the price at the border hasn't changed, there is 
no pressure for exchange rates to change 

In the sector that produces goods that don't enter international trade, either as exports or 
as competitors with imports, the story is entirely different. These goods also face a 10 percent 
tax but they don't face the binding constraint of world prices. Depending on the domestic 
elasticity of demand, producers will be able to shift some or all of the tax to consumers in the 
form of higher prices. 

These companies, to the extent that they have lo bear some of the tax. will also see 
private returns drop, but not by the full amount of the tax Trade-sensitive companies, however, 
will bear the full burden of the tax, due to the tyranny of world price constraints. Thus, the 
returns available in the traded-goods sector will drop relative to those available in the non-traded 
goods sector The result will be a shift of resources out of the trade sector until equality of 
returns is restored. Once the relative contraction of the trade sector and the corresponding 
expansion of the purely domestic sector is complete, the economy will be in equilibrium. 

At this equilibrium the external price of exports (including the tax’) is still 15 and the 
price of importables to consumers is still 10. The relative price hasn’t changed. Similarly, the 
private return to expons is 13.64. and the private return to imponables is 9.09. This relative 
price is also 1 5 

The country’s economists are proven to be right in terms of long-term neutrality. Relative 
prices are unaltered from the free trade equilibrium, and therefore the tax is entirely neutral with 
respect to the country's future trade relations. This is small comfon to the traded goods sector, 
however This neutrality has only been achieved because their sector has contracted. 

Now consider the situation we are in currently We are considering replacing an 
origin-based lax with a destination-based system on a revenue neutral basis. After such a 
switch, the tax on non-traded goods would be the same But since tax is rebated on exports, 
exporters can increase their private returns to 15, the constraining world price. Once again there 
is no influence on the exchange rale because the only thing that has changed is that the part of the 
world price of 15 that was going to the government now goes to the private company. The 
returns available to e.xporters have increased relative to those in the non-traded goods sector, 
while in absolute terms, the non-traded sector returns have not dropped. 

In the import intensive sector, now the tax applies to imports as well as their domestic 
competitors. Foreign producers require the world price of 10, so the import price including tax 
rises to 1 1 . Domestic producers can now raise their prices to 1 1 as well, and their private returns 
are restored to the free trade level. Here, there may be some counterv'ailing exchange rate 
pressure 

The higher returns in the traded goods sector leads to an expansion, relative to the 
non-traded goods sector. Equilibrium occurs when all private returns are equalized. At the new 
equilibrium all relative prices are the same as under free trade, so the destination-based system is 
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entirely neutral Bui this time ihe long-run neutrality has been achieved only because of a 
relative expansion of the irade sector. 

The ’short-run" consequences would appear to be signiHcani indeed. Switching from an 
origin-based system to a destination phnctpie will result in more exports and'or increased 
investment in export producing companies during the adjustment period Similarly, there will be 
less imports and/'or more investment flowing to import-sensitive companies. .A^nd since the 
system will ultimately be trade neutral, it would seem wise for the United States to avail itself of 
these short-term benefits. 

Other Economic Effects 

There are other reasons why a destination principle tax is preferred to an origin-based 
one. Some of the most contentious and frustrating controversies in international taxation concern 
transfer prices. With an origin-based consumption tax. these controversies remain, indeed may 
be exacerbated. Companies will have a strong incentive to artificially distort transfer prices. 

In a destination-based system, however, all transfer pricing issues are eliminated. There 
is no incentive to artificially distort transfer prices because if a company understates an import 
price, it is exactly offset by the lower deduction (or tax credit), taken against the value that is 
taxed at final sale 

Harry Grubert and Scott Newlon made this point in a \'aiioual Tax Journal article 

In addition, a destination-principle consumption tax would 
eliminate income shifting by MNCs [multinational coqjoraiions] out of the 
United Slates through manipulation of their transfer prices. However, 
there would continue to be such an incentive under an ongin-pnneipie 
consumption tax 

The transfer pricing issue was al.so stressed in a follow-up comment to Oruben and 
New'lon's article: 


Specifically, an origin-based business tax does nothing to resolve 
the transfer pricing problem, which has been vexing the IRS for many 
years, and is likely to continue as a major source of difficulty in years to 
come, despite the adoption of new regulations to deal with the problem.'’ 

Another issue has to do with the differential incentives regarding production-facility 
location (often labeled the "runaway plant" issue) under ahemative border-tax adjustments. As 
stated by Grubert and Newlon- 

In contrast to its effects under the income lax, the exemption of 
foreign income under a consumption tax, including exemption of receipts 
of foreign royalties under the destination principle, is not likely to cause a 
substantial "rtinaway plant" effect in which multinational corporations 
(MNCs) shift production abroad On the contrary. MNCs would likely 
shift tangible investment, intangible assets and R&D to the United 
States.. . 


[U]nder the origin principle, but not under the destination 
principle, some incentive may remain for MNCs to locate in low-tax 
countries... 
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Therefore, if the Congress decides to initiate fundamental tax reform, and shift the base of 
laxaiion from income to consumption, it should also choose to shift from an origin principle to a 
destination principle. This shift will be beneficial to the trade sector, will eliminate 
transfer-pricing controversies, and will remove distortions that encourage companies to move 
tacilitics overseas. 

A broad-based income lax is obviously ineligible for a border-tax adjustment under 
current GATT rules Similarly, the flat lax would be viewed as a direct tax and therefore 
ineligible as well. The sales lax. the VAT, and the business portion of the USA tax would all be 
considered indirect taxes, and therefore could be made adjustable at the border. 

IV. The Effects of Base Erosion on International Competitiveness 

This testimony has argued that of all the tax reform variants being considered, the form 
that would most enhance competitiveness is a destination-based consumption tax. Regardless of 
which system is ultimately chosen, however, affording preferential treatment to certain classes ot 
goods or industries which narrows the tax base could result in a deterioration of international 
competitiveness. This vvill be illustrated with reference to consumption taxes. 

The economic literature concludes that a consumption tax will have adverse trade effects 
if preferential tax treatment — such as exemptions, zero-rating, or a lower tax rate -- is afforded to 
non-lraded goods. Since many of the goods in existing consumption-iax systems that receive 
preferential treatment do not enter international trade, the analysts of preferential treatment must 
include consideration of the trade effects. 

The reasoning is straight-forward. Consider an example where non-tradeables are 
zero-rated under a VAT. or exempted from a sales tax. If a tax applies to traded goods but not to 
non-iraded goods, the relative prices of exportables to non-tradeables and importables to 
non-tradeables would increase. Having the lax apply to tradeables but not to non-tradeables 
introduces a lax wedge between the two sectors. Either the cost to consumers of importables and 
exportables relative to non-tradcables has increased and/or the returns to businesses of 
importables/exportables relative to non-tradeables have decreased. In either case the result is a 
reduction of consumption of tradeables relative to non-tradeables and/or a relative decrease in 
investment flowing to the tradeable sector. Strictly because of a lax-mduccd relative price 
change, the tradeable-goods sector will coniract. 

This IS a serious issue for policy makers when you think of the types of goods that don't 
enter international trade. Examples include housing, medical caxe. education, many types of 
ibod sold tor home consumption, and other goods. The standard proposals to exempt or 
zero-rate housing, food, medical care, and welfare activities would apply substantially to 
non-traded goods. 

Preferential treatment for some goods and services as a remedy for perceived regressivity 
has been criticized on a number of grounds. It is generally agreed that exemption, zero-rating, or 
lower rales are extremely inefficient and costly ways to redress regressivity; and that it is 
preferable to seek remedies outside the consumption-tax system through income ta.x credits or 
transfers. It is also apparent that preferential treatment causes economic inefficiency by 
distorting consumer and producer choices across industries. Now a third and compelling reason 
has been added to oppose narrowing of the tax base. The effect will be a long-term deterioration 
of a nation's trading position. 

In the current round of lax reform debate, it is clear that policy makers have appreciated 
the necessity of maintaining a broad tax base and not employing preferential lax rates. All of the 
major consumption lax proposals — the Gibbons business tax, the Armey flat tax. the 
Schaefer-Tauzin sales lax. the Danforth-Boren business tax, and the Nunn-Domenici business lax 
" apply one tax rate to all businesses with no exclusions/zero-rating. This is the right result for 
many reasons including the effects on International competitiveness. 
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I. Introduction 

I t IS not uncommon for the 
views of academic economists 
and those of business people — 
whose actions and decisions econo- 
mists attempt to study— to differ. 
It is. of course, somewhat of an 
irony in our academic era, with its 
models ofbounded rationality, ra- 
tional expectations, and other rep- 
resentations that suggest that 
business people act in their own 
self-interest. Yet on some key is- 
sues, business people and aca- 
demic economists can apparently 
hold radically different views for 
long periods of time on the effects 
of policies. One policy issue on 
which the opinions of these two 


groups appear to be most at odds 
is the economic effects of a value 
added tax (VAT)— or, more pre- 
cisely. the substitution of a VAT 
for existing business taxes— on in- 
ternational competitiveness. 

The very existence of this issue 
can be traced to provisions of the 
General Agreement on Tariffs 
and Trade (GATT), which in- 
cludes a system of border tax ad- 
justments.* Such adjustments are 
allowed for indirect taxes (sales 
taxes, VATs. excise taxes, etc. ), 
but not for direct taxes (income 
taxes, payroll taxes, and other 
taxes on income flows). Given the 
choice between adopting the ‘‘ori- 
gin'’ principle — where taxes are 



levied on goods m countries where 
they are produced — or the “desti- 
nation" principle — where taxes 
are levied on goods in the country- 
in which they are consumed — the 
GATT adopted the latter. Conse- 
quently. indirect taxes like the 
VAT, which are applied directly to 
goods, are levied on imports and 
rebated on exports, while direct 
taxes like the corporate income 
tax, which may indirectly affect 
the price of goods, are not applied 
to imports and not rebated on ex- 
ports. 

Since the United Slates cur- 
rently relies on origin-based di- 
rect taxes with no border adjust- 
ments, while the rest of the world 
is more heavily dependent on indi- 
rect taxes with border adjust- 
ments, many business people in 
trade-intensive sectors have ar- 
gued for transformation of the 
U.S. tax system, despite the analy- 
sis of academic economists. To 
such proponents of lax changes, 
Martin Feldstein and Paul Krug- 
man(1990, p. 263), for example, 
lecture- 

Among many businessmen, 

however, the case for a VAT is 

often stated quite differently. 

They view such a tax as an aid 


The adjuslmenLs rcHecl a ‘desUnaiion- 
based' sysLcm, and arc as follows, taxes 
are forgiven on exports as they cross a 
country's frontier, and taxes that apply to 
domesiically produced goods can also be 
levied on imports. 
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to international competitive- 
ness since VATs are levied on 
imports but rebated on ex- 
ports. The case is often stated 
as follows an income tax is 
paid by producers of exports 
but not by foreign producers of 
the goods we import, while a 
VAT IS paid on imports but not 
exports. Surely, say the propo- 
nents of this view, this means 
that countnes that have a VAT 
ha'- e an advantage in interna- 
tional competition over coun- 
tnes that rely on income 
taxation. 

In fact, this argument is wrong 

Feldstein and Krugman (1990. 
p 264' go so far as to attribute to 
Charles McLure the view of“the 
competitive argument for a VAT 
as evident nonsense."- . • 

Mainstream economic theory 
assumes that economic actors are 
‘'rational," that is, that they be- 
have m predictable ways that rep- 
resent their self-interest, based 
on available information, Why 
then would rational, profit-maxi- 
mizing business people insis- 
tently advocate policies that ap- 
parently will not achieve their 
intended goals? Perhaps the infor- 
mation costs are so high that, 
given bounded rationality, it lias 
been loo expensive to educate 
those with errant opinions. (Pre- 
sumably, the more lectures that 
business people receive from aca- 
demic economists, the lower the 
transaction costs will be ) Or per- 
haps this is a principal-agent 
problem, where managers are pro- 
moting policies that do not coin- 
cide with the desires of the own- 
ers of capital. Or — ^just maybe — 
the gulf is not as wnde as some 
economists believe 

This article attempts to recon- 
cile these divergent views on the 
trade implications of VATs, and to 
determine what the economic lit- 
erature actually says about VATs, 
other taxes, and international 
competitiveness. A first step must 
be to cull the plethora of issues 
and approaches. There is the ques- 
tion of the international effects of 


u VAT in isolation, or as a substi- 
tute for other taxes. The latter 
possibility raises the question of 
differences in lax incidence 
among VATs, the corporate in- 
come tax, payroll taxes, or individ- 
ual income taxes. There is also 
the issue of the international 
monetary system and floating ex- 
change rates, not to mention inter- 
national capital flows. 

To begin with, how should 
“competitiveness" be defined? 
Much of the popular literature 
considers the effects of a VAT on 
the trade balance (the “current 


If true economic 
efficiency is what we 
are after, then the terms 
of trade, or relative 
prices, are the best 
barometer for gauging 
the effects of 
policy changes. 


account"), while much of the aca- 
demic literature on trade is more 
concerned with the effects of tax 
policy on the relative prices of 
traded goods or the “terms of 
trade." The terms of trade, it is 
claimed, represent a nation's true 
economic welfare with respect to 
trade policy. Are the two concepts, 
the current account and the terms 
of trade, the same thing? Are they 
related? Used as alternative meas- 
ures of the effects of policy 
chemge. will they provide the 
same answers? These are thresh- 
old questions. This article argues 
that if true economic efficiency is 
what we are after, then the terms 
of trade, or relative prices, are the 
best barometer for gauging the ef- 
fects of policy changes. 

Once the proper barometer has 
been chosen, there are many sepa- 
rate issues that must be analyzed 


in order to assess the internation- 
al implications of substituting a 
VAT for other taxes remitted by 
businesses. Upon sorting through 
these various issues, which are 
discussed below, my reading of 
the literature indicates that the 
following conclusions are defensi- 
ble: 

• All else held constant, a switch 
from an origin- to a destination- 
based tax system will increase 
exjxirts somewhat and decrease 
imports somewhat in the short 
run. An overhaul of the tax sys- 
tem cannot be justified on this 
basis alone, but if there is to be 

a major tax change for other rea- 
sons, the destination principle 
should be employed. 

• Although an ideal VAT (broad- 
based \rith a single rate) is neu- 
tral in its effects on trade, a nar- 
row-based VAT with exemp- 
tions and zero-ratings could re- 
sult in a deterioration of com- 
petitiveness, 

• The economic efficiency gains 
associated with a switch from 
taxes that distort economic deci- 
sions to a tax that is less obtru- 
sive will result in additional in- 
direct, positive effects on trade 

The following section defines 
and provides background on the 
terms-of-trade concept, as well as 
on the current account, and ex- 
plains why the former is preferred 
to the latter as a gauge for tax pol- 
icy. The subsequent section tem- 
porarily puts aside questions of 
differential incidence to explore 
the effects of idealized “origin- 
based" and “destination-based" 
VATs on relative prices. We next 
examine an extremely important 
point that has not received proper 


^In fact, McLure did not make this de- 
finitive statement. While arguing that a 
stand-alone VAT was neutral in its trade 
efTecis, he states that ‘it seems reasonable 
to believe that substituting a VAT for pan 
of the corporate income tax might improve 
U.S. competitiveness in the short run" 
(McLure 1987, p 41). 
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attention in the popular litera- 
ture — the efTects on trade of a 
vat with a narrow base, includ- 
ing exemptions and/or zero-rated 
goods. Following that, we briefly 
explore the literature on the ef- 
fects of substituting a VAT for ex- 
isting business taxes. We then re- 
turn to the subject of the current 
account, and, finally, offer some 
conclusions. 

II. How Should We 

Judge Competitiveness? 

Relative Prices and 

International Trade 

The classical theory of trade 
states that countries trade be- 
cause they are different (Diwt and 
Norman 1980, Krugman and 
Obstfeld 1991). They are endowed 
wnh different levels of natural re- 
sources, labor of differing quali- 
ties and costs, capital, and other 
factors of production; or there are 
differences in consumer tastes. 
Because they are different, coun- 
tries face different tradeoffs in the 
ty'pes and quantities of goods and 
services they can produce. 

For instance, in one country 
(country A) it may be possible to 
choose between producing two 
cars or 20 televisions with equiva- 
lent resources; whereas in an- 
other country (country B). the re- 
sources employed to build two 
cars could only produce 10 televi- 
sions ifshifled to that industry. In 
the absence of trade, in country A, 
the relative price of televisions to 
cars is lO—each car is worth 10 
televisions. In country B, the rela- 
tive price is five. We can say chat 
in A, cars are relatively more ex- 
pensive because the production of 
one entails giving up 10 televi- 
sions; while in B, only five televi- 
sions are foregone per car. On the 
other hand, televisions are rela- 
tively more expensive in B' One 
television is worth 20 percent of a 
car. In A, however, producing a 
television entails sacrificing only 
10 percent of a car. 

We can therefore say that A 
has a comparative advantage in 
the production of televisions, and 


that B has a comparative advan- 
tage in cars. Further, each can 
benefit from trade. Remember 
that internally, citizens of A re- 
quire the equivalent of 10 televi- 
sions to buy one car. If. instead, 
they sent those 10 televisions to 
B, they could buy two cars. Simi- 
larly, B's citizens could internally 
purchase five televisions with the 
resources needed for one car. But 
if they ship that one car to A. they 
can buy 10 televisions. 

For both countries, there are 
gains from trade. As the countries 
begin to trade, the relative prices 


All else held constant, a 
switch from an origin- 
to a destination-based 
tax system will increase 
exports somewhat and 
decrease imports 
somewhat in the 
short run. 


in each country will change, due 
to increased demand for each 
country’s export, until the relative 
prices are equalized somewhere 
between the initial levels. At this 
equilibrium, each country will be 
economically better off than it 
was before.* 

That, in a nutshell, is the classi- 
cal theory of trade. Each country 
can exploit the other's efficiency 
and so better itself. The faith that 
is required is that the free market 
will sort out the best solution 
Therefore, countries arc best 
served if prices are not distorted 
by government policies. But not 
just any prices — relative prices. 
Country A could have higher a6so- 
lute costs for both products, and 
still country B could benefit from 
trade. Or as Avinash Dixit and 
Victor Norman (1980, p. 2) put it, 
“If two countries engage in trade. 


each will have incentives to in- 
crease production, and reduce con- 
sumption, of goods in which it has 
the lower relative marginal cost 
prior to trade than the other " The 
gains from trade stem from a lack 
of distortion of real prices and 
costs in the economies of the 
world. Exchange rates are not 
relevant in this view.* All that 
matter are the opportunity costs — 
what must be given up in terms of 
one thing to produce another 
thing. 

This classical theory has been 
challenged by some rather embar- 
rassing observations. Notably, al- 
most identical countries trade 
with each other, also, some coun- 
tries export essentially the same 
goods to each other (two-way 
trade). Rather than jettison classi- 
cal theory, however, new trade 
theorists have added to it They 
developed notions ofeconomies of 
scale in production (in order to be 
efficient it might not make sense, 
given the market, to have 20 coun- 
tries producing wide-body aircraft 
or supercomputers); and of imper- 
fect competition.^ When added to 
the classical concept of compara- 
tive advantage, these concepts do 
fairly well to explain trade in the 
modern world. 

Whereas some of the new trade 
theory questions the efficacy of 
free trade, and most economists 
would grant that interference is 
warranted under certain situ- 
ations, the dominant view of the 


*This, of course, is an extremely simple 
example that i^ores. among other things, 
transportation costs. Fordet^iled discus- 
sions or the classical theory of trade, sec 
Dixit and Norman 1 1980) and Krugman 
and Obslfcld ( 199 1 1 . 

■^'ITlhe exchange rate . . is immaterial 
for the validity of the basic gain from 
trade The sole purpose of the exchange 
rale 15 to translate the comparative advan- 
tage inlo an actual lower cost for consum- 
ers in the other country" I Dl.ill and 
Norman 1980, p 3). 

*5cc, e.g.. Krugman (1960), Lancaster 
(1980). Hams (1984), and Hcipman 
( 1981 1. for comprehensive volumes, see 
Krugman (1990) and Grossman (1992 1 
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new trade theorists is that, in gen- 
eral. tile additional explanations 
of trade patterns enhance rather 
tlian dimmish the potential gams 
from trade. Therefore, it is still 
appropriate to judge government 
policy as to its effects on relative 
prices. 

As a general principle, policies 
that artificially distort the rela- 
tive prices of traded goods dimin- 
ish economic efficiency by lessen- 
ing the gains from trade. They 
inhibit the decisions of both con- 
sumers and producers, and artifi- 
cially direct both groups into un- 
economic activities. There are 
both internal and external rela- 
tive prices to be considered. 
Economists define the “terms of 
trade” as the external price of ex- 
ports of a country, divided by the 
external price of the goods that 
the country’ imports. Paul Krug- 
man and Maurice Obstfeld fl991i. 
p. 109) call this the “ratio at which 
countries exchange goods." In the 
economics profession there is a 
■■presumption that the terms of 
trade are a relevant measure of 
the welfare of a trading country— 
but that is usually taken for 
granted.” (Dixit and Norman 
1980, p, 19). As stated by Krug- 
man and Obstfeld (1991, p 98)- 

The genera! statement, then, 

IS that a rise in tlie terms of 
trade increases a country's 
welfare, while a decline in the 
terms of trade reduces it 
welfare. 

A country is better off when the 
external price of exports rises rela- 
tive to imports, that is, when the 
terms of trade improve, because 
obviously it can buy more with the 
same volume of exports — what it 
sells in international markets has 
increased in value. 

The terms of trade are not, how- 
ever, the only relative prices that 
matter to policymakers. It is well 
known in the literature, for in- 
stance, that a tariflf produces two 
countervailing effects. There is an 
efficiency loss from a distortion of 
the internal prices facing consum- 
ers and producers after applica- 


tion of the tariff which disturbs 
the allocation of resources, and 
there is an improvement in the 
terms oftrade which benefits the 
country.' For a “small” country — 
that IS, one that has insufficient 
market share to influence world 
prices — by definition no trade pol- 
icy can affect the terms of trade. 
But policies will influence inter- 
nal relative prices and force con- 


The relevant question 
will be whether a VAT, 
or a VAT which re- 
places another lax, 
alters the internal or 
external relative prices 
of traded goods from 
those that would have 
prevailed under 
free trade. 


sumers and producers into deci- 
sions they otherwise would not 
make, thus distorting the alloca- 
tion ofresources and lessening 
economic efficiency. 

Therefore, to gauge the effects 
of policy, this article looks at how 
both internal relative prices and 
the terms of trade differ from 
those that would prevail under 
free trade. The relevant question 
will be whether a VAT. or a VAT 
which replaces another tax, alters 
the internal or external relative 
prices of traded goods from those 
that would have prevailed under 
free trade. 

Ill, Why Not Use the 
Current Account? 

The current account, popularly 
known as the trade balance, is one 
component of a country's interna- 
tional accounts. It is defined as 
the difference between the value 
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of exports and imports plus in- 
come received from foreign invest- 
ments less income paid to foreign- 
ers from investments in the 
United States, plus adjustments 
for transfers (such as internation- 
al relief efforts), and military 
transactions. The current account 
is measured in nominal units of a 
nation’s currency. 

A second component of a coun- 
try's international accounts is the 
capital account, which is essen- 
tially the net of capital inflows 
and outflows (both private and 
public). Capital outflows include 
government currency reserves 
and other assets, and private as- 
sets such as stocks and bonds is- 
sued by foreign companies and 
governments. Capital inflows are 
basically official foreign govern- 
ment purchases of home-country 
assets and private purchases of 
domestic assets by foreigners. In 
addition, there is a small compo- 
nent of the capital account for In- 
ternational Monetary Fund Spe- 
cial Drawing Rights. 

These two accounts comprise 
the balance of payments, which is 
simply an accounting identity 
that reflects all monetary inflows 
and outflows. By definition this 
identity must always be in bal- 
ance, that is, any deficit in the 
trade balance must be made up by 
a capital inflow of equal magni- 
tude. The excess of imports over 
exports must be paid for by bor- 
rowing money from foreign enti- 
ties in one form or another. 

Since the balance of payments 
must always balance, it also de- 
fines the demand for a nation’s 
currency when exchange rates are 
free to float. Exports plus capital 
inflows essentially define the ex- 
ternal demand for a country’s cur- 
rency (becatise a nation’s goods 


®S«, eg., the introductory chapter in 
Krugman (1990). 

'See Dixit and Norman < 1950), pp. 23- 
23 , and Krugman and Obstfeld ( 199 1 ). 
Chapter 8 
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and asseis must be purchased in 
home currency), while imports 
plus capital outflows define the ex- 
ternal supply (because home cur- 
rency must be converted to for- 
eign currency to purchase foreign 
goods and assets). The supply of a 
currency will always be equal to 
demand. Therefore, there cannot 
be a change in the current account 
unless there is an offsetting 
change in the capital account, be- 
cause both are recorded in nomi- 
nal terms. If imports rise, the sup- 
ply of a currency increases 
because domestic entities need to 
buy foreign exchange with dollars 
to purchase the imports If there 
is no offset, i.e , foreign entities de- 
mand more dollars through lend- 
ing to domestic entities (e.g., pur- 
chasing dollar-denominated 
bonds), then there will be a de- 
mand/supply imbalance. When 
the supply of dollars exceeds de- 
mand, the “price" of dollars— just 
like anything else — will fall. A cur- 
rency depreciation will occur, re- 
turning the nominal current ac- 
count to its previous position 
Obviously, this says nothing 
about the real economy or econom- 
ic efficiency. 

Politicians focus on the trade 
balance because to them it relates 
to jobs The perception is that ex- 
ports create jobs and imports 
eliminate jobs, so a trade surplus 
IS a good thing. Of course a trade 
surplus also requires capital out- 
flows — any increase in the level of 
exports relative to imports re- 
quires capital, which otherwise 
would have been invested in the 
United States, to be invested 
abroad.® 

The best way to illustrate that 
the current account is not a good 
gauge for policy is to take a non- 
controversial issue — say, tariffs — 
and compare the analysis of that 
issue with respect to the current 
account and relative prices 

The world has recently con- 
cluded the Uruguay GATT 
Round, which was designed to re- 
duce tariff and nontariff barriers 
to trade in a range of sectors in- 


cluding manufacturing, agricul- 
ture, and services. More than 100 
GATT contracting parties devoted 
huge amounts of resources to 
negotiate the reduction of trade 
barriers, and economic studies 
published by intemational bodies 
predict substantial increases in 
the world’s wealth due to the 
reduction of the trade barriers 
accomplished by the new GATT 
agreement. 

Everyone can agree that tariffs 
distort trade. Tariffs also, econo- 
mists agree, artificially distort the 
internal relative prices facing con- 


At equilibrium, none of 
the relative prices 
facing consumers or 
producers changes after 
the imposition of the 
origin-based VAT. The 
VAT, therefore, is 
entirely neutral in 
its long-run effects 
on trade. 


sumers and producers, and there- 
fore change the allocation of re- 
sources from what would exist un- 
der free trade. Economists also 
agree that if a country is rela- 
tively large, a tariff will change 
the external terms of trade. Fur- 
ther, there is virtually universal 
agreement among academic 
economists that — except in rare 
situations — tariffs make the 
world less efficient and less well 
off; therefore, tariffincreases are 
generally opposed. 

So in an era of floating ex- 
change rates, all else held con- 
stant, what happens to the cur- 
rent account if one country 
increases its tariffs? A6so/u/e^y 
nothing: 


In a large class of macro- 
economic models with flexible 
exchange rates the tariff also 
has no impact on the current 
account, because an exchange 
rate appreciation will immedi- 
ately offset all changes from 
higher tariffs . . . fl]fa tariff is 
to reduce a current account 
deficit it must have the effect 
of decreasing the country's in- 
temational borrowing (Engel 
and Kletzer 1986). 

In other words, nothing can 
change the trade balance unless it 
also changes the capital account.® 

There is nothing incorrect 
about this statement. It simply af- 
firms that the current account is 
an accounting mechanism that 
measures items in nominal terms, 
and that there is no necessary cor- 
respondence between it and 
changes in the real economy, the 
allocation of resources, or econom- 
ic efficiency. Tariffs are real costs, 
involving the extraction of real re- 
sources. The effects of this extrac- 
tion cannot be masked by changes 
in strictly nominal phenomena, 
such as the movement in nominal 
exchange rates,'® For this reason, 


®S<€, f , Sinn ( 1990, p. 1) who notes: 
*The confusion is shared by countries that 
take pride in being world export champi- 
ons without realizing that they could 
equally well regard themselves as capital 
flight champions.'' 

®U may well be that trade barrier reduc- 
tions wilt indirectly influence capital 
flow s, but these are second-order effects 
caused by the first-order changes in the 
relative prices that determine economic 
decisionmaking. 

*®Ilis generally agreed in the literature 
that exchange rates are immatcnal to 
changes in relative prices. For instance, 
Dombusch (1974), considering the efTccls 
of torifTs in a model with nontraded goods, 
slates 

[T]he requisite adjustment is one of 
relative prices. . . . Indeed there is 
nothing in this model that will deter- 
mine nominaJ pnees or an exchange 
race and the frequently encountered as- 
sumption that in the 'background' 
monetary and BscaJ policy maintam 
the nominal price ofhome goods is an 
unsatisfactory way ofconcealing what 
is essentially a non-monetary economy 
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the efTects of tax and trade poli- 
cies on real relative prices are the 
preferred analysis route. 

Of course, the trade balance 
will continue to be a politically 
charged issue. It is the most pub- 
licly accessible image of our trad- 
ing relationships, and has become 
politically tied to such issues as 
the “export of jobs,” and some gen- 
eral feelings concerning our stand- 
ing in the world. Therefore, we 
will revisit the current account fol- 
lowing an analysis of the effects of 
VAT on relative prices. 

rv. Origin-Versus 

Destination-Based Taxes 

Much of the debate on the trade 
efTects of a VAT concerns the pros- 
pect of substituting a VAT for 
other taxes on business, including 
the corporate income tax and the 
employer portion of payroll 
taxes.” Such a substitution raises 
several issues, including potential 
differences in tax incidence and 
the effect of switching from an 
origin- to a destination-based tax. 
We concentrate on the latter issue 
here. Using an ideal (broad-based 
with a single rate) VAT. this sec- 
tion analyzes, in turn, the relative- 
price effects of an origin-based 
VAT and a destination-based 
VAT It then investigates any ef- 
fects on the relative prices of 
traded goods caused by switching 
from an origin- to a destination- 
based VAT. 

A. The Methodology 

Several analyses (e.g., Feld- 
stein and Knigman 1990, Gross- 
man 1980, and Wade 1982) have 
been written that investigate the 
effects on relative prices of a VAT. 
AJ] of these use approximately the 
same approach, which we will 
also use here. This standard meth- 
odology involves a general equilib- 
rium model in which all results 
are reported after the world has 
fully adapted to a tax change, and 
no mention is made of what hap- 
pens during a period of adjust- 
ment. 

The methodology also makes a 
crucial assumption that the coun- 


try being studied is relatively 
small; that is, its world market 
share is sufficiently small that it 
has no power to affect the world 
prices of traded goods. Rather, the 
country is a price-taker, it takes 
world prices as given. By defini- 
tion, therefore, nothing the coun- 
try does in terms of policy changes 
can influence the external terms 
of'trade. but tax changes can af- 
fect the internal relative prices of 
traded goods facing domestic pro- 
ducers and consumers. These rela- 
tive prices are what are tested, at 
equilibrium, for the efTects of VAT 
or other taxes. 


The process of moving 
from the origin-based 
system to the destina- 
tion-based one involves 
some short-run changes 
in levels of exports 
and imports. 


The standard model assumes 
that the test country, and the rest 
of the world, produces three 
goods. The first good produced by 
the country is consumed domesti- 
cally, but ^so can be exported (ex- 
portable). The second is domesti- 
cally produced and consumed, but 
competes with imports from the 
rest of the world (importable). The 
final good is produced and con- 
sumed domestically and is neither 
exported nor faced with potential 
import competition (nontradable). 

For equilibrium to occur, sev- 
eral conditions must be satisfied. 
First, the domestic seller of the ex- 
portable good must earn the same 
return, after tax, in both the home 
market and the external mar- 
ket ** Obviously, if this were not 
the case, sellers would divert 
sales to where the after-tax re- 
turns were higher, and the posi- 


Tftx Policy Fonim 


tive or negative change in domes- 
tic supply in the home market 
would cause the domestic price to 
adjust until after-tax prices were 
equalized in the home and exter- 
nal markets. By definition, the 
world price is fixed, so the domes- 
tic price of the expiortable must 
change until sellers are indiffer- 
ent between producing for the 
domestic and external markets. 

Similarly, the price of the do- 
mestically produced importable 
good, including tax. cannot differ 
from the price of the import, in- 
cluding tax. Otherwise, consum- 
ers would shift to the cheaper ver- 
sion until demand changes caused 
the domestic price to adjust to re- 
store equilibrium. (Recall that, by 
assumption, the import price be- 
fore domestic tax is a world pnee, 
and cannot be changed by domes- 
tic policies or changes in domestic 
demand.) 

Finally, domestic supply of the 
nontradable good must equal de- 
mand for there to be equilibrium. 
In this section, where we are con- 
sidering an ideal VAT with no ex- 
emptions or zero-ratings, we can 
ignore nontraded goods. Nontrad- 
able goods will be important when 
a non-ideal VAT is considered. As 
discussed in the next section, pref- 
erential treatment is often most 
apparent for goods that do not en- 
ter international trade. 

This model makes one final as- 
sumption. To isolate the relative- 
price effects of tax changes and 
allow changes in producer or con- 
sumer income to be ignored, it is 


t£nn ‘taxes on business* is used 
loosely here to denote the point of taxpayer 
compliance, not necessarily economic inci- 
dence. For instance, business remits VAT. 
the employer portion of the payroll tax. 
and the corporate income tax; therefore, 
these are taxes on business. This does not 
mean, however, that the owners ofbusi- 
ness bear the ultimate economic burden. 

^^The implicit assumption is that firms 
strive to maximize profits. In the real 
world, firms may pnee strategically lo 
achieve other goals, such as an expansion 
of market share. 
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assumed that all ta^c revenue is 
distributed to consumers and/or 
producers in a nondistorting way 
that compensates them for any ad- 
ditional tax liability. Thus, rela- 
tive-price changes, which alter in- 
centives and therefore change 
economic behavior, are the only 
subjects of the analysis. 

How useful is this model in 
terms of analyzing the real world? 
Certainly, the United States, with 
respect to some products, is not a 
small country and can influence 
world prices, but the fact that the 
model IS capable of assessing 
changes in internal relative prices 
allows for an understanding of the 
direction of changes in distorting 
forces. In addition, it may be possi- 
ble to adjust the model to allow for 
a “large country" case. '^Judging 
the effects of tax changes on rela- 
tive prices in a small country is 
probably a sufficient repre- 
sentation of the general effects for 
a large country as well. Although 
the assumed nondistortionary re- 
distribution of tax proceeds is un- 
realistic, '•* it does allow us to iso- 
late the pure price effects and 
therefore is useful (or equilibrium 
analysis. Such an assumption is 
not equivalent to the more plausi- 
ble assumption of revenue neu* 
tralily. and the differential intra* 
equilibrium effects will be 
examined later in the discussion 
of the path of adjustment when 
one moves from an origin-based 
tax to a destination-based one. 

With these thoughts in mind, 
we can investigate the tax effects 
of various VATs on the relative 
prices of traded goods employing 
Gene Grossman’s model (1980) 
Assume that initially the home 
(small) country has no tax system. 
Although it does not matter what 
system the rest of the world fol- 
lows — since world prices are 
given and fixed — let us assume 
that the rest ofthe world has des- 
tination-based VATs. 

In the initial free-trade equilib- 
rium, the world price of imports 
into the home country is 10, there- 
fore, the price of the domestically 


produced importable is also 10. 
The world price of the good that is 
exported is 15. Therefore, both the 
internal and external relative 
price of exports to imports is 1 .5. 

B. Origin-Based Taxes 

This example shows that there 
is no change, at equilibrium, in 
any relative prices when a coun- 
try with no prior tax system im- 
poses an origin-based tax. 

The home country impwses an 
origin-based VAT levied at 10 per- 
cent. What does the new equilib- 


The existence of short- 
run positive trade 
effects is, in and of 
itself, no reason to 
change a tax system, 
given the uncertainty of 
the trade effects and the 
administrative and com- 
pliance costs associated 
with the tax change. 


num look like? An ongin-based 
tax applies to exportables con- 
sumed domestically, actual ex- 
ports. and importables produced 
and consumed domestically, but 
not to imports. 

A seller of exportables is con- 
strained in world markets by the 
world price of 15. Thus, at equilib- 
rium, the seller’s return must be 
reduced to approximately 13.64 so 
that he can meet the world price 
after the tax is levied. Of course, 
the same price applies to export- 
ables consumed domestically so 
arbitrage will result in an equilib- 
rium where the return to the 
seller is also 13.64. and consum- 
ers pay an afler-tax price of 15 

Because there is no tax on im- 
ports, they continue to enter the 


home market at 10. To remain 
competitive with imports, domes- 
tic sellers of importables, at equi- 
librium, will have to reduce their 
pre-tax price to about 9 09 

Notice that the small country 
assumption implies that the ori- 
gin-based tax is fully borne by do- 
mestic producers constrained by 
world prices. The model finesses 
this by assuming that the tax pro- 
ceeds are redistributed to produc- 
ers in lump-sum fashion, so that 
the only thing that matters is any 
change in relative prices.^'’ 

WTiat did the origin-based VAT 
do to the relative prices of traded 
goods facing consumers and sell- 
ers? For consumers, exportables 
still cost 15 and imports and im- 
portables still cost 10, so there is 
no change in the relative price 
facing consumers, Sellers receive 
13.64 for exports and 9.09 for 
importables, leaving the ratio of 
returns unchanged. The relative- 
price ratio of exports (exportables' 
to importables is still 1.5 for both 
consumers and producers. 

At equilibrium, none of the rela- 
tive prices facing consumers or 
producers has changed after the 
imposition of the origin-based 
VAT. The VAT, therefore, is en- 
tirely neutral in its long-run ef- 
fects on trade. At equilibrium, the 
opportunity cost of producing e.\- 
portables (in terms of foregone im- 


most cases the results of a large- 
country model will be mdeterminant, 
because the equilibrium result depends on 
the relative market strengths of the coun- 
try in exportable and importable markets. 

'*To be nondistorting, a lump-sum dis- 
tribulion exactly equal to the change in tax 
liability would have to be calculated for 
every taxpayer for each year that the tax 
change is in effect. The practical problems 
in such a calculation arc enormous, and it 
has never been tried. Given political reali- 
ties, a VAT would likely be used to pay for 
other lax changes in a revenue-neutral 
fashion 

'’Under any assumption that does not 
distribute tax proceeds to producers in re- 
lation to their initial lax liability, the first- 
order incidence of an origin-based lax will 
fall on producers. 
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portables) is exactly the same as 
before the imposition of the lax. so 
there is no incentive to alterthe 
pattern of trade 

C. Destination-Based Taxes 

What if the country imposes a 
destination-based tax at the same 
10 percent rate? This example 
shows that, as in the case of an 
ori^n-based tax, the imposition of 
a destination-based tax would 
cause no change in relative prices, 
compared to the no-tax scenario 

Looking strictly at the outcome 
ut equilibrium , the following 
would be true. Exporters would 
charge and receive 15 per uniton 
the world market because the tax 
would be rebated Because sellers 
must make the same return in the 
home and external markets, the 
vat on exportables would be 
passed forward so that the after- 
tax price facing consumers would 
be 16,5 and sellers would receive 
15. The world price of imports is 
still 10, but now the VAT would 
apply at the border, so consumers 
would face an after-tax pnee of 
11. Domestic sellers of import- 
ables would also receive 10 so that 
the after-tax price is 1 1. 

Note that, relative to the no-tax 
world, the destination VAT is a 
tax on consumption in the small- 
country case. Once again, the 
standard models assume that con- 
sumers are fully compensated for 
the tax via lump-sum transfers. 

What are the relative prices of 
traded goods at equilibrium under 
the destination-based tax? For 
consumers, exportables cost 16.5 
and imports (importables) 11. The 
relative price is still 1.5. Of 
course, since the sellers of export- 
ables and importables are receiv- 
ing returns equal to world prices, 
the sellers’ relative price also re- 
mains at 1.5. Thus, under both 
the origin- and destination-based 
VATs, the relative prices of 
traded goods at equilibrium are 
exactly those that prevail under 
free trade. Both versions are 
trade-neutral. This is a standard 
result readily demonstrated in 
the literature. 


D. The Switch 

Wliat happens if a country de- 
cides to substitute a theoretically 
ideal destination-based VAT for 
an existing ideal origin-based 
one? This is the central question 
relevant to the trade-effects de- 
bate. Based on the above, moving 
from one neutral system to an- 
other obviously will have no long- 
run trade effects, at equilibrium.'^ 
Thus, if policymakers decided, for 
whatever reason, to move to desti- 
nation-based ideal taxes, they 
know that they will not create a 
deteriorating trade situation. But 


The literature 
concludes that a V AT 
will have adverse trade 
effects if preferential 
tax treatment — such as 
exemptions, zero- 
rating, or a lower tax 
rate — is accorded to 
nontraded goods. 


the equilibrium result does not 
provide the whole picture. There 
are, for instance, some potentially 
significant short-run benefits that 
would accrue to industry sectors 
that engage in international trade 
before fined equilibrium is 
reached 

The process of moving from the 
origin-based system to the desti- 
nation-based one involves some 
short-run changes in levels of ex- 
ports and imports. In order to see 
this, we must look at the first- 
order changes in relative prices; 
that is, the prices that prevail im- 
mediately after the tax change is 
implemented — and before sellers 
have changed their prices. Then 
we can predict how behavior will 
change in the interim period be- 
fore equilibrium is restored 
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Under the origin-based tax, pro- 
ducers of exports (exportables) 
charged 15 on the world market 
but only received 13 64 in private 
return. The instant after the desti- 
nation-based tax goes into effect, 
exporters will receive rebates for 
the tax, so the private return will 
increase to 15. In the first order, 
exportables consumed domesti- 
cally are still sold to consumers at 
15, but sellers are receiving 13.64 
because of the tax. Clearly, there 
is an incentive for sellers to shift 
from domestic sales to exports. 
Also, since returns have gone up 
for the producers of exports (ex- 
portables), investment may flow 
to that sector. 

To the producers of import- 
ables, initially nothing has 
changed. By definition, they have 
not changed their price and the 
lax is still the same. Therefore, 
the first-order relative price of ex- 
ports to importables for sellers 
has increased to 1.65. This change 
in relative prices subsequently 
provokes changes in behavior 
which restore equilibrium to the 
relative-price level dictated by 
world prices over which the coun- 
try has no influence. 

One of these behavioral chang- 
es has already been described. 
Exports will increase due to the 
higher returns to exports relative 
to sales of exportables domesti- 
cally. As the domestic supply of ex- 
portables decreases, the price will 
be bid up by consumers until the 
pre-tax price equals the world 
price, and exporters are indiffer- 
ent between selling domestically 
or exporting. 

Similarly, consumers will find 
imports more expensive due to 
the imposition of the border tax 
that previously only applied to do- 
mestically produced importables. 
Thus, the demand for importables 
produced domestically will in- 
crease relative to imports, and the 


rigorout mtlhemaUca) proof can be 
made for ihis Finding. 
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pre-tax price ofiiri portables will 
rise. This, of course, increases the 
short-run profits of importable 
sellers and encourages the com- 
mitment of resources to that sec- 
tor. The pre-tax price will in- 
crease to the world price, at which 
point consumers will be indiffer- 
ent between imports and import- 
ables. 

When all the adjustments have 
been made, the relative price of ex- 
ports (exportables) to imports (im- 
portables) will once again be 1.5 
for both sellers and consumers. 
Trade neutrality will be restored, 
and there will be no influences on 
relative prices that deviate from 
those that would exist under free 
trade. But along the way, several 
things will have occurred to a 
greater or lesser extent: 

• profits to exporters and sellers 
of importables will have in- 
creased by some amount; 

• new resources will probably 
have flowed to the trade sector 
of the economy; 

• exports will have increased by 
some amount; 

• imports will have decreased by 
some amount; and 

• exchange rates will have 
changed. 

The magnitude of these effects 
is uncertain, as is their duration, 
but from the standpoint of a busi- 
ness person involved in a trade- 
intensive sector, the results are 
positive. '' That is why business 
people take the positions they do. 

The existence of short-run posi- 
tive trade effects is, in and of it- 
self. no reason to change a tax sys- 
tem, given the uncertainty of the 
trade effects and the administra- 
tive and compliance costs associ- 
ated with the tax change. But 
there are many other reasons to 
overhaul the existing tax system 
and replace it with a more eco- 
nomically efTicient one. If policy- 
makers were to engage in tax re- 
form, they ought to base the new 
system on a destination principle 


so that, in addition to the econom- 
ic benefits that justified the 
change in the first place, some 
short-run trade effects would also 
be enjoyed. Since ultimately both 
ideal origin- and destination- 
based systems are trade neutral, 
the tax change ought to include 
the switch to a destination system 
so as to benefit the traded goods 
sector in the short run. 


A compelling reason 
has been added to 
oppose narrowing of 
the VAT base: The 
effects of such a narrow- 
ing will be a long-term 
deterioration of a na- 
tion’s trading position. 


V. Tax Preferences and 
Liong-Run Trade Effects 

The preceding section ignores 
the role of non traded goods. Feld- 
stein and Krugman (1990) have 
established that, at equilibrium, 
both an origin- and destination- 
based vat are trade neutral as 
long as the VAT applies equally to 
all goods — including nontraded 
goods. The literature, including 
Feldstein and Krugman (1990), 
concludes, however, that a VAT 
will have adverse trade effects if 
preferential tax treatment — such 
as exemptions, zero-rating, or a 
lower tax rate — is accorded to non- 
traded goods. Since many of the 
goods in existing VAT systems 
that receive preferential treat- 
ment do not enter international 
trade, an analysis of preferential 
treatment, heretofore typically 
concerned only with regressivity 
and economic efficiency, must 
also include consideration of these 
trade effects. 


Consider an example where 
nontradables are zero-rated. If a 
VAT applies to traded goods but 
not to nontraded goods, the rela- 
tive prices of exportables to non- 
tradables and importables to non- 
tradables would increase. Having 
the tax apply to tradables but not 
to nontradables introduces a tax 
wedge between the different 
classes of goods. Either the cost to 
consumers of importables and ex- 
portables relative to nontradables 
will increase and/or the returns to 
businesses of importables/export- 
ables relative to nontradables will 
decrease. In either case, the result 
is a reduction of consumption of 
tradables relative to nontradables 
and/or a relative decrease in in- 
vestment flowing to the tradable 
sector. The tradable goods sector 
will contract strictly because of a 
tax-induced relative-price change. 

This is a serious issue for poli- 
cymakers when one considers the 
types of goods that do not enter in- 
ternational trade — e.g., housing; 
medical care; education; various 
foods, such as fluid milk, some 
types of fresh produce, eggs, etc, , 
sold for home consumption; and 
other goods. As Feldstein and 
Krugman (1990, p 276) note, “the 
important point is that the de 
facto and de Jure exemptions from 
a VAT are likely to fall primarily 
on nontraded goods rather than 


'‘Of course, under the small -country as' 
sumption, what business gains, consumers 
lose in ihe form ofhigher prices Thai the 
models assume that consumers will be 
made whole through lump-sum distribu- 
tions is ofhttle comfort to policymakers. In 
the real world, where revenue neutrality is 
a likely scenario, the tax burden on some 
consumers will be shifted in the first order 
under the small-country scenario It is un- 
clear how a large-country scenario would 
play out It should also be noted that the 
switch from an origin- to a destination, 
based tax could involve a lowering of the 
tax rale. If a country is running a current- 
account deficit. as is perennially true for 
the United Slates, then the tax base is, by 
definition, larger under the destination 
principle than under an ongin-based lax. 
See Frenkel, Razin, and Symansky ( 1991 ) 
Accordingly, a lower rate could produce 
the same amount of revenue. 
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traded goods and serv ices ” The 
standard proposals to exempt or 
zero-rate housing, food, medical 
care, and welfare activities would 
apply to nontraded goods. Prefer- 
ential treatment for nontraded 
goods distorts the relative prices 
of traded goods (importables and 
exportables) to nontraded goods 
for both consumers and produc- 
ers. Feldstein and Krugman 
(1990, pp. 276-77) conclude. 

The effect of a selective VAT is, 
therefore, to increase nontrad- 
able consumption and produc- 
tion at the expense of 
tradable . . Clearly the pres- 
ence of the tax acts as a disin- 
centive to produce traded 
goods. . A selective VAT 
that falls most heavily on 
traded goods, then, will tend to 
hurt the traded goods sectors 
ofan economy — the reverse of 
the common belief. 

John Alexander Wade III 
(1982) constructs a general equi- 
librium model— including a bal- 
ance of payments equation and 
representation of producer supply 
and consumer demand— in order 
to study the effects of a VaT v.-ith 
preferential treatment for non- 
traded goods. While noting that 
both importables and exportables 
faced the same tax, and therefore 
that, initially, their relative price 
was undisiorted. Wade concludes 
by predicting secondary effects 
which would result in a deteriora- 
tion in the terms of trade at equi- 
librium: "The conclusion in the 
case of the nontraded good being 
zero-rated under a value-added 
scheme of taxation is that the im- 
position of the VAT or further in- 
crease in the rates of an already 
existing VAT will likely lead to a 
deterioration in a nation’s terms 
of trade.” (Wade 1982, p. 57) 

Bob Hamilton and John Whal- 
ley ( 1986) also consider VATs 
with narrowed bases. Their line of 
investigation involves the differ- 
ences between origin- and destina- 
tion-based taxes when there are 
differences in the levels and ways 
goods are taxed. They provide evi- 


dence that ongin- and destination- 
based taxes are not equivalent in 
terms of their effects on a coun- 
try’s terms of trade when narrow 
tax bases are in evidence. Al- 
though the quantitative results of 
switches from destination- to ori- 
gin-based taxes under the scenar- 
ios investigated by Hamilton and 
Whalley are not large, they are 
not to be dismissed. This simply 
points out that adverse trade re- 
sults may follow from narrow- 
based VATs, regardless of border- 
tax adjustments. 


It is difficult to rational- 
ize that a VAT, with a 
qualitatively similar tax 
base to the existing 
hodgepodge of business 
taxes, would not also 
have a qualitatively 
similar incidence. 


Preferential treatment for 
some goods and services as a rem- 
edy for perceived regressivity has 
been criticized on several bases. 
First, it is generally agreed that 
exemption, zero-rating, or lower 
rates are extremely inefficient 
and costly ways to redress regres- 
sivity; and that it is preferable to 
seek remedies outside the VAT 
system through income tax cred- 
its or transfers. Second, preferen- 
tial treatment causes economic in- 
efficiency by distorting consumer 
and producer choices across indus- 
tries. 

Now a third compelling reason 
has been added to oppose narrow- 
ing of the VAT base: The effects of 
such a narrowing will be a lof%g- 
term deterioration of a nation’s 
trading position. This is especially 
important in light of the types of 
taxes that are slated for replace- 


ment by a VAT. While it would be 
nonsensical to claim that these 
taxes are neutral, nonetheless the 
payroll tax applies to traded and 
nontraded sectors, as does the cor- 
porate income tax (or the individ- 
ual income tax in the case of non- 
corporate businesses). Thus, their 
replacement by a destination- 
based VAT with a narrow base 
could hurt, rather than enhance, 
U.S competitiveness. 

VI. VATs and Other 
Business Taxes 

So far, this article has reviewed 
the trade effects of VATs levied 
under the origin or destination 
principles with broad or narrow 
ba.ses This «’as a necessary first 
step in investigating the competi- 
tive effects of a substitution of a 
VAT for existing business taxes 
Ultimately, we must return to the 
question of incidence. The short- 
term trade effects described ear- 
lier that result from shifting from 
an origin- to a destination-based 
tax will only occur if the new tax 
has a similar incidence to the one 
it is replacing. 

A Incidence 

Elsewhere (Raboy 1989b), I 
have argued that the incidence of 
existing business taxes must be 
qualitatively similar to that of a 
VAT. The reasoning underlying 
this proposition is as follows. At 
root, a VAT, regardless of Its form 
(credit, subtraction, addition), is a 
tax on a company’s value added. 
This value added in turn is equal 
to the sum of payments to the fac- 
tors of production: wages and ben- 
efits to labor; and interest, divi- 
dends, and gains to capital. The 
return to capital that is included 
in the VAT base may be simply 
the competitive return to capital 
or may include quasi-rents associ- 
ated with innovations, or pure 
rents associated with less than 
perfect competition. Paul Conrad 
( 1990, p. 97) has stated that with 
respect to the VAT, the incidence 
on the factors of production (capi- 
tal, land, and labor) is in propor- 
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tion to their shares in pretax 
gross national income." 

Business taxes today include 
the corporate income tax, payroll 
taxes, and the individual income 
tax for noncorporate business 
Regardless of the interminable de- 
bate on the incidence of the corpo- 
rate income tax, there are theo- 
retical similarities between its 
base and the capital portion of 
value added. Most important, the 
corporate income tax is a tax on 
the competitive return to equity 
capital, and therefore is a compo- 
nent of variable cost. As such, the 
corporate income tax is not dis- 
similar from ad valorem taxes 
which also shift a firm’s cost 
curves. As stated by McLure 
(1987, p. 49): 

A multitude of reasons exist, 
however, for believing that the 
corporate income tax can be at 
least partly shifted either to 
consumers or to labor, even in 
the short run. First, corporate 
income for tax purposes is not 
made up solely of economic 
profits; it includes the normal 
return to equity capital. Thus 
part oflhe tax does constitute 
an element of costs. Second, 
important portions of the cor- 
porate sector of the TJ.S. econo- 
my fit neither the perfect 
competition nor the pure mo- 
nopoly mold, and oligopoly be- 
havior is quite consistent with 
substantial shifting of the cor- 
porate tax , . , third, corporate 
goals other than profit maximi- 
zation (such as avoidance of 
antitrust action, constrained 
sales maximization, or limit 
pricing based on long-range 
profit maximization) may lead 
to shifting of the tax. Finally, if 
capital is mobile internation- 
ally, the corporate tax is more 
likely to be borne by consum- 
ers and by land and labor 

Clearly, payroll taxes are also 
similar to the labor component of 
a VAT. Although there are obvi- 
ous differences — interest is not 
taxed to corporations but to indi- 
viduals, nonwage compensation 


escapes taxation, etc. — the aggre- 
gate bases of business taxes today 
add up to a value-added base with 
a great deal of preferential treat- 
ment. A basic tenet of public fi- 
nance economics is that the initial 
point of taxation does not deter- 
mine a tax’s incidence. Econo- 
mists’ general belief is that taxes 
with identical bases, regardless of 
the point of taxation, must have 
the same incidence. Thus, it is dif- 
ficult to rationalize that a VAT, 
with a qualitatively similar tax 
base to the existing hodgepodge of 


Perhaps more important 
to the determination of 
exchange rates than 
acmal changes in 
domestic savings due to 
tax changes are 
perceived effects in 
the eyes of foreign 
exchange traders. 


business taxes, would not also 
have a qualitatively similar inci- 
dence. As tong as the incidence is 
similar, the short-term trade ben- 
efits described earlier will occur 

B. Other Relative-Price 
Effects 

There are other aspects of a 
VAT/business tax sutetitution 
that may affect comparative ad- 
vantage. In classical trade theory, 
one explanation of comparative 
advantage that is frequently cited 
is relative factor intensity, which 
in turn can be traced to relative 
factor cost- Some economists have 
argued that replacing the corpo- 
rate income tax with a VAT would 
significantly lower the cost of capi- 
tal in the United States. For exam- 
ple. Gary Hufbauer 1 1987. p. 189) 
maintains that: “If the corporate 
income tax in the Tax Reform Act 
of 1986 were replaced by the VAT, 


the cost of capital would drop sig- 
nificantly." This, he concludes, 
could substantially enhance U.S. 
competitiveness. 

Hufbauer’s assertion echoes 
much of the literature on the cost 
of capital, which indicates that a 
VAT is neutral with respect to a 
firm's decision to use capital and 
labor, but that the decision is dis- 
turbed under the current tax re- 
gime due to the capital recovery 
provisions of the post- 1986 corpo- 
rate tax system. Hufbauer's argu- 
ment is based on the belief that 
the current mix of business taxes 
that fall on capital and labor 
bases is biased against capital 
inputs. 

VII. The VAT, the 
Current Account, and 
Exchange Rates 

Throughout this article. I have 
stressed the importance of eco- 
nomic efficiency for sound tax pol- 
icy, 1 have argued that the proper 
gauge for tax policy as it affects 
trade should be the relative prices 
of traded goods, and that the point 
of comparison should be the rela- 
tive prices that would obtain un- 
der free trade.'’ Further, these 
relative prices are real prices — 
and the tax effects are real as 
well. Taxes represent extractions 
of real resources just as surely as 
energy costs or labor costs Or, in 
the words ofHans-Wener Sinn 
(1990, p 18); “It is impossible for 
exchange rate adjustments to 
compensate for tax-induced 
changes in relative prices." Purely 
nominal phenomena, like ex- 


'"Throughoul ihc article, the term 
'business tax* is used to denote a la.Y 
where the check to the taxing authon tics 
is remitted by the business. This docs not 
mean ih.nt the owners of the business bc.Tr 
the ultimate burden of the Lnx. 

"ri'his IS not to say that incentives a f- 
Feeling .saving and investment should be ig- 
nored. As noted by Multi and Grubert 
< 1988). such crTccis arc highly signiHcani 
to trade But here, too, it is the intertempo- 
ral relative prices, or mtcr-induslry rela- 
tive prices, that should concern 
policymakers 
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change rales, cannot mask funda- 
mental changes in real costs. 

This would seem fairly obvious 
in the case of other costs facing 
businesses. What would be the 
effect if one country discovered a 
process to manufacture steel that 
used only half the electricity previ- 
ously required? That country's 
steel industry would certainly en- 
joy an enhancement of its competi- 
tive position, because the cost of 
producing steel relative to other 
domestic goods would drop, as 
would the real costs of producing 
steel domestically relative to 
foreign-produced steel. All else 
held constant, the comparative 
advantage (or disadvantage) of 
steel production « ould change. It 
would be a strange conclusion 
indeed if this innovation was 
completely nullified by excitange 
rate changes resulting from an 
increase m demand for the 
country’s steel. 

Taxes on output are no differ- 
ent from a cost standpoint than 
per-unit electricity costs. Taxes 
can only be remitted if steel is 
sold, and the returns foregone to 
pay the tax. It is as if a certain 
level of physical production is 
transferred to the government. 
This is not a monetary phenome- 
non' To argue otherwise is to as- 
sume that the entire economy is 
suffering from money illusion. 

A. “All Else Held Constant” 

Policymakers will continue to 
focus on the trade balance where 
exchange rates do matter. And 
thus the statement that is cur- 
rently in vogue — that tax policy 
cannot affect the current ac- 
count — must be investigated. My 
conclusion is that it would be very 
difficult to predict the effects on 
the trade balance of instituting a 
VAT and substituting it for an- 
other tax First, the view that 
such a change would not affect the 
trade balance is predicated on the 
belief or assumption that tax 
changes do not affect internation- 
al capital flows. Second, this view 
is also dependent on the notion 
that exchange rates are primarily 


a function of traditional trade and 
capital flows, whereas the reality 
is that exchange rates are more in- 
fluenced by asset trades than by 
traditional trade flows. This 
means that the change in the ex- 
pectations of currency traders af- 
ter (or in anticipation oO a tax 
change will influence exchange 
rates more than currency demand 
changes associated directly with 
exports and imports. 

What precisely is meant by the 
statement that tax policy cannot 
affect the current account? It is 
based on the balance of payments 
accounting identity that essen- 
tially states. 

Exports - Imports = 

Capital Outflows - 
Capital Inflows 


In fact, the perception 
of fiscal and monetary 
policy to currency 
traders may be the 
dominant force in 
exchange-rate 
determination in 
this regard. 


The statement that tax policy 
(or tariff policy, for that matter) 
cannot affect the trade balance is 
predicated on the assumption of 
ceteris paribus — all else held con- 
stant. In this case, the "all else” 
that is being held constant is capi- 
tal flows.** Not surprisingly, if the 
right side of the equation, net capi - 
tal flows, is held constant, there 
can be no change in the left side. 
Because the balance of payments 
is set in nominal units of cur- 
rency, if, for example, a tax 
change increased the demand for 
exports, ceteris paribus, the dollar 
must appreciate to restore the left 
side to the same nominal position 
as before. 


B. Capital Flows 

It is conceivable that the “all 
else held constant" assumption is 
of less use here for polic\Tnakers 
than with respect to most other 
economic issues. It may be very 
difficult to identify the factors and 
transactions to hold constant be- 
cause of the complex interactions 
of taxes and international invest- 
ment decisions. There is a thriv- 
ing literature on the effects of tax 
policy on international capital 
flows that runs the gamut from 
“no effects” to “large effects." And 
the various levels of effects feed 
through diverse conduits such as 
deficit reduction or tax-induced 
changes in savings and invest- 
ment, all of which would directly 
affect net capital flows. 

For instance, Donald 
Rousslang and Pieter Van Leeu- 
wen (1990, p. 185) consider the ef- 
fects of an add-on VAT on trade . 
“The substantial trade effects 
found here arise from the effect 
that eliminating the large federal 
deficit through tax increases 
would hav&jjjHioroestic interest 
rates and net U.S. borrowing from 
abroad." Similarly, Lawrence 
Summers (1987, p. 173) notes: 
"The only way in which we can 
raise both investment and inter- 
national competitiveness simulta- 
neously is to increase national 
savings." Having argued that the 
Tax Reform Act of 1986 moved to- 
ward a savings/investment bal- 
ance by curtailing investment, 
Summers (1987, p. 76) suggests 

The better way of bringing sav- 
ings and investment into bal- 
ance is through increases in 
savings. Here the major neces- 
sary step is a reduction in fed- 
eral deficits. There is also a 
limited role for tax measures 
directed at encouraging pri- 
vate sector savings. 


^**70 some this is merely an assump- 
tion. To others it is a truism: Tax policy 
cannot afTect capital Hows. 
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Feldstein and Krugman (1990) 
also stress the role of savings as 
the way a VAT/income tax substi- 
tution would produce short-run 
trade effects. Hufbauer (1987, p. 
196) challenges the all else held 
constant approach to the balance 
of payments and tax policy; 

The key assumption in this 
analysis is that net capital 
flows are either determined in- 
dependently of the tax struc- 
ture, or that improved 
corporate profitability follow- 
ing the introduction of VAT 
would attract capital to the 
United States. . . . The line of 
reasoning is open to challenge. 

It contains a basic weakness: 
the assumption that tax struc- 
ture makes no difference to 
long-run domestic savings In 
my view, the value-added tax, 
substituted for the corporate 
income tax could, m the long 
run, enlarge domestic savings 
and thereby ratify an im- 
proved trade balance 

The point here is not to argue 
who IS right or who is wrong, but 
rather to illustrate that there are 
several paths by which a VAT can 
affect capital flows, and therefore 
the exchange rate, But possibly 
more important to the determina- 
tion of exchange rates than actual 
changes in domestic savings due 
to tax changes are perceived ef- 
fects in the eyes of foreign ex- 
change traders, In fact, the per- 
ception of fiscal and monetary 
policy to currency traders may be 
the dominant force in exchange 
rate determination in this regard 

C. Expectations and 
Exchange Rates 

If exchange rates were primar- 
ily influenced by changes in the 
demand for imports and exports, 
then a VAT change that affected 
trading patterns would have a pre- 
dictable effect on exchange rates. 
But exchange-rate determination 
IS much more complicated, relat- 
ing primarily to the actions of 
traders who view foreign ex- 
change as an asset to be traded in 
its own right. I discuss exchange- 


rate determination elsewhere 
(Raboy 1969a and 1990), but it is 
worth reviewing those arguments 
here. Foreign exchange trading 
worldwide grew from S200 billion 
per day in 1986 to $500 billion in 
1989 (Krugman and Obstfeld 
1991). The growth from 1983 to 
1986 was enormous as well. This 
growth cannot be explained by dif- 
ferences in merchandise trade or 
capital flows associated with in- 
vestment in tangible assets. In 
fact, these latter transactions 
may account for only 5 to 10 per- 
cent of foreign exchange trading 
(Dornbusch and Frankel 1987). 


What monetary policy 
might accompany, or 
be expected to 
accompany, a major tax 
reform including the 
addition of a VAT? 


Jeffery Frankel (1989), observ- 
ing Federal Reserve data, notes 
that most U.S. -based foreign ex- 
change trading occurs among 
banks ($50 billion a day in 1986) 
and among brokers and other fi- 
nancial institutions ($34.4 billion 
a day in 1986). He also points out 
that only 11.5 percent of bank 
trading was with nonbank cus- 
tomers. and that only 4.6 percent 
was with nonfinancial customers. 
Similar results were reported for 
brokers and other financial insti- 
tutions — both here and for foreign 
markets. Frankel (1989. p. 51) 
concludes, “Not only are these to- 
tals many times greater than the 
volume of international trade in 
goods and services, they are also 
many times greater than the vol- 
ume of international trade in long- 
term capital.” 

The overwhelming majority of 
foreign exchange transactions are 


conducted by investors who view 
foreign exchange itself as an as- 
set. Ronald McKinnon (1988, p. 
86) states: 

The floating exchange rate 
seems to be dominated by vola- 
tile asset preferences rather 
than adjusting passively to bal- 
ance current flows of imports 
and exports. In the face of un- 
certainty about the future pur- 
chasing power of domestic 
money, liquid foreign ex- 
change assets are more easily 
substituted for domestic finan- 
cial assets (money or bonds) 
than are physical assets such 
as real estate or stocks of com- 
modities. Foreign bonds or 
bank accounts are also conve- 
nient hedges against possible 
shifts in domestic, political, or 
commercial risks. TTiese poten- 
tial capital flows through the 
foreign exchanges on a daily 
basis are huge. Since they are 
so much greater than the value 
of commodity trade, they domi- 
nate observed movements in 
exchange rates. 

These assets primarily take the 
form of liquid interest-bearing in- 
struments. and are therefore a 
component of net capital flow’s in 
the balance of payments. As Krug- 
man and Obstfeld (1991) explain, 
the expected return to a U.S. in- 
vestor on a foreign currency bond 
IS the rate of return on the foreign 
bond plus the expected deprecia- 
tion of the dollar against the for- 
eign currency.^' 

Foreign exchange determina- 
tion is driven by people who hold 
foreign exchange as assets, and 
their transactions are dependent 
on their expectations. These ex- 
pectations could easily change in 
anticipation of a major tax 
change, but it is difficult to pre- 


*'Or. see Summers (1987, p. 17.3): "In- 
lemational capital marketa should equal- 
ize not real rales of return bul, ralhor, real 
rales adjusted for anticipated changes m 
exchange rales * 
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diet the net effect on exchange 
rates. 

Look at all the countervailing 
items that could affect a trader’s 
perceptions. If the trader per- 
ceives that the demand for ex- 
ports IS going to increase and/or 
the demand for imports is going to 
drop, he or she may predict a dol- 
lar appreciation. But if part of the 
VAT is used for deficit reduction, 
he or she may anticipate a dollar 
depreciation due to decreased 
U.S. borroM’ing. Similarly, if he or 
she anticipates that tax reform is 
going to lead to greater domestic 
saving, a dollar depreciation pre- 
diction may seem appropriate. 

But if the expectation is for in- 
creased capital inflovi’s due to bet- 
ter investment opportunities, an 
appreciation may be the better 
prediction.-^ 

The sum of all of the fiscal pol- 
icy ramifications of the VAT/other- 
lax substitution will determine 
the expectations of the traders 
who buy foreign bonds and have 
more to do with exchange rates 
than the buyers and sellers of real 
goods and services, And we have 
not even discussed monetary 
policy! Certainly, expectations 
concerning the monetary policy 
that would accompany a VAT— 
including tax reform — will also be 
influential in foreign exchange 
markets. 

D. Monetary Policy 

It is well known that domestic 
monetary policy, not just central 
bank exchange activity, exerts a 
primary influence on exchange- 
rate motion.^ In fact, the expecta- 
tion of monetary changes affects 
current and forward exchange 
rates.^* There is evidence that 
such expectations cause exchange- 
rate “overshooting." (Krugman 
and Obstfeld 1991). 

What monetary policy might ac- 
company, or be expected to accom- 
pany, a major tax reform includ- 
ing the addition of a VAT? The 
conventional wisdom is that the 
Federal Reserve would accommo- 
date the VAT by increasing the 
money supply, even when a VAT 


is used to replace other taxes. 
Thus, against the expectation of 
an increased demand for exports 
(and all the possible countervail- 
ing effects involving capital flows) 
there would be an expansion — an- 
ticipated or real — of the money 
supply. This expansion would aim 
to accommodate a supply-shock in 
the amount of the tax rate times 
the entire domestic economy, 
many multiples of any conceiv- 
able change in the demand for ex- 
ports. An anticipated increase in 
the money supply, of course, ex- 
erts downward pressure on the 
dollar. 


If preferential VAT 
treatment is afforded 
classes of goods and 
services to redress 
regressivity, the most 
likely affected goods 
will be those that 
do not enter 
iniemational trade. 


All of the potential effects of fis- 
cal and monetary policy will com- 
bine to influence the expectations 
of foreign exchange investors. In 
all likelihood, these investors are 
far more important to exchange 
rate determination than the buy- 
ers and sellers of exports and im- 
ports, and their expectations 
more important than the direct ef- 
fects on exchange rates from in- 
creases in domestic saving or from 
reductions in the federal deficit. 
Since the expectational effects on 
exchange rates contain so many 
offsetting forces, it would prob- 
ably not be wise to base one’s pre- 
dictions of the effects of a VAT on 
the current account on an all else 
held constant assumption. 
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E. What Is the Answer? 

Carl Shoup (1988) notes that 
the idea that exchange-rate 
changes would wipe out any 
tax-induced cost effects is not 
new. As an example, he refers to 
the 1953 Tinbergen Report to the 
European Community of Coal and 
Steel. This report, produced in an 
effort to determine whether to 
adopt a destination- or origin- 
based sales tax, included an 
equivalence theorem, which 
states that tax-induced trade ef- 
fects would be eliminated by float- 
ing exchange rates. Shoup points 
out that the equivalence theorem 
was challenged contemporane- 
ously, primarily along the lines 
noted in this article.^® 

Everything that goes around 
comes around. So if a policymaker 
views the current account as the 
proper measure forjudging tax 
policy, what is he or she to make 
of the claim that a VAT-based tax 
reform cannot affect the current 
account because of exchange-rate 
adjustments? The last word be- 
longs to Shoup (1988, p. 368): 


^^0 add u the confusion, the magni- 
tude of any real effecta is dependent on a 
host of empirical measures including ( 1 > 
the domestic elasticity of saving, (2) the 
substitutability between foreign and do- 
mestic assets, (3) factor substitutability. 
(4)cross-«)aslicity between domestic and 
foreign goods, and (Si the initial asset hold- 
ings of foreigners (Mutti and Grubert 
19891 

^Stt. e.g.. Krugman and Obstfeld 
<1991), Chapter 14, or, for a comprehen- 
sive treatment, BaiUie and McMahon 
(1989) 

**See, e.g., Marslon (1987). 
^houp(I986,p 3671 at«s Bulassa 
Tet aiDce eapdial movements, immi- 
gTania' remiOanoes, tounst expendi- 
tures and other nontnde items also 
affect exchange rales, changes in tax 
rates wili not lead to proportionate ^ an - 
aboosintherateofeoichange Inaddi- 
tion, price rises following an ino-ease in 
tax rates are likely to eliat capital 
movementa responding to differences 
in price levels . . . thus the presumed 
long-run readjustment of exchange 
rates may never cake place.' 
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Accordingly, the only tenable 
position in our present state of 
knowledge is to assume that 
the destination and origin prin- 
ciples are neither equivalent 
nor wholly disequivaJent (to 
coin a word), and that a move 
from the origin principle to the 
destination principle will prob- 
ably increase exports and de- 
crease imports somewhat, but 
not by as much as the tax rate 
alone might indicate. . . . This 
statement may not be of much 
help in designing tax policy, 
but it at least avoids the errors 
inherent in taking either of the 
extreme positions. 

VIII. Conclusions 

This article has considered 
various aspects of the debate con- 
cerning the trade effects of a sub- 
stitution of a VAT for other busi- 
ness taxes in light of both the 
economic literature and the puta- 
tive gulf between the beliefs of a 
wide range of business people and 
academic economists. I have ar- 
gued that tax policy should be 
judged in terms of distortions in 
the relative prices of traded goods, 
rather than nominal charges in 
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the trade balance. This argument 
is based on the view that undis- 
torted relative prices provide the 
greatest possibility for gains from 
trade. 

Based on my reading of the lit- 
erature, I believe the following 
conclusions are warranted: 

• At equilibrium, both an origin- 
and a destination-based VAT 
are neutral in their effects on 
the relative prices of traded 
goods. 

• Switching from a pure origin- 
based VAT to a pure destina- 
tion-based VAT would cause ex- 
ports to increase in the short 
run and imports to decrease At 
equilibrium, however, relative 
prices would return to the neu- 
trality position that existed un- 
der free trade. 

• If preferential VAT treatment is 
afforded classes of goods and 
services to redress regressivity, 
the most likely affected goods 
will be those that do not enter 
international trade. The results 
of zero-ratings, exemptions, or 
preferential tax rates for non- 
traded goods will be a contrac- 
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Mr. McCrery [presiding]. Thank you, Dr. Raboy. 

I just want to ask a few questions before going to my colleagues. 
There seems to be, and maybe I misunderstood, but there seems 
to be some disagreement among the panelists on the efficacy of 
going from an income tax system to a consumption tax in terms of 
encouraging foreign business to relocate in the United States. 

Mr. Armstrong, I thought you said if we did away with the in- 
come tax, went to a consumption tax, you would find that those 
businesses would simply have to pay their domestic income tax 
and, in many cases, that would discourage them from coming to the 
United States, while the other two panelists seem to imply that 
going from an income tax system to a consumption-based system 
would encourage foreign investment. 

Did I miss something there or is that a correct interpretation? 

Mr. Armstrong. From my perspective, we see two types: One, if 
you are talking about a company that is setting up a plant. Be- 
cause of the international Tax Code, for example, many British 
Commonwealth nations do not tax foreign income, so, therefore — 
however, there is a kicker to it. If it is income earned in a tax-free 
zone, then it is subject back. They do that for offshore investors, 
and so forth. 

Our concern is if you had a complete zero income tax rate here 
and even though the company would be subject to a consumption 
tax in some way or another along the line, that that could be inter- 
preted from a foreign perspective as being a tax-free zone, and I 
would like to point out that last April, Germany was very interest- 
ing in how it is dealing with its budget crisis. 

It surrounded all of the offices of Merrill Lynch and several other 
banks. They attacked it as if it was a drug raid. They cutoff all the 
phones of Merrill Lynch, all the hand-held cellular phones that the 
brokers had. They went in, raided all the files, looking for German 
citizens putting capital offshore. 

The net result of those raids effectively sent the Deutsche mark 
down, the Swiss franc up, and the London Financial Times re- 
ported that it was incredible the amount of capital that was sud- 
denly leaving Germany for Switzerland. 

That has not resulted in if you are in the financial industry, you 
are better off working out of London. You cannot do business in 
Germany. 

If I were to go to Germany and answer a question on taxes to 
be more competitive and my answer can be interpreted as helping 
someone avoid taxes, that is a 5-year jail term for me personally 
now in Germany. 

So you have to be very careful about the international Tax Code. 
My lawyers freak out just every time I even have to go to Munich. 
So I think there is a different side to that. 

Now, a consumption tax with zero income tax, from an invest- 
ment perspective — we are talking about interest income, and so 
forth, investments in stock markets — absolutely positive, you would 
have capital flowing in here. This would be like the Cayman Is- 
lands of the global economy. 

Mr. McCrery. Is that what you were referring to. Dr. Raboy? 

Mr. Raboy. Well, let me see if I can give an example. To me, the 
distinction is not consumption tax versus the income tax, but origin 
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principal versus destination principal within the consumption tax 
setup. Where that is relevant is in the discussion of a flat tax ver- 
sus a USA tax or a VAT. 

If I am considering whether or not to locate a facility here, or in 
the United States, if I am facing an origin-based system, my pro- 
duction is going to be taxed whether it is consumed domestically 
or exported, and assuming that I am facing a destination principal 
tax, on the other end, it is going to be taxed again. 

Now, on the other hand, if I locate the facility overseas and I im- 
port back to the United States, there is no tax under the flat tax 
or a similar origin-based tax. So I make a calculation. 

If the tax savings exceeds the transportation and/or other dif- 
ferential costs of locating overseas, I will locate overseas. 

With a destination principal tax, however, that is not going to be 
the case. If I produce domestically for domestic consumption, I am 
taxed domestically. If I produce overseas for domestic consumption, 
and import back, that is going to be taxed at the border. So it is 
the same tax treatment whether I produce here or produce over- 
seas. 

On the other hand, if I export out, the tax is forgiven. So there 
is no tax-induced incentive to locate in one place or another. 

Mr. McCrery. Dr. McLennan. 

Ms. McLennan. Yes. I would just like to add a few additional 
comments. If the United States should adopt a new system of tax- 
ation, for example, getting rid of the business income tax and sub- 
stituting either a VAT or a sales tax, there is a school of thought 
that would state that the United States would then become a tax 
haven with respect to income tax. 

That would presuppose our trading partners would not change 
their behavior with respect to their own tax systems. 

I think when the United States does consider as major a change 
as you are considering now, you also ought to take into account 
what the likely effects would be on other countries with respect to 
their own Tax Codes. I don’t expect that the United States would 
be alone in moving to this kind of change, and that would discount 
the kind of effects we are discussing here. Obviously, in theory, 
economists will tell you that, yes, you will go to jail if you do this 
or that, but in effect, I suspect that the real world isn’t going to 
operate that way. 

Mr. McCrery. But if we went to a system which basically made 
the tax consideration of a business unimportant in the calculation 
of where to locate investment, even if other countries went to a 
similar system, wouldn’t you still have the same results, which is 
to take the tax consideration out of the equation? 

Ms. McLennan. Right. If you can reduce the tax consideration, 
then the companies that make the best products at the best prices 
should succeed, and we would hope our companies would be among 
the world leaders in that. That is what we mean by international 
competitiveness. 

I think all of the panelists you have heard this morning indicate 
tax is a consideration under the current system, and that is the 
problem we want to address here. 
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Mr. McCrery. That is another question I might get you to elabo- 
rate on, but for now I will go to Mr. Houghton. Mr. Houghton, did 
you have questions for this panel? 

Mr. Houghton. Yes. Thank you very much. 

I guess the issues that I worry about are fairly simple. They have 
to do with cash. The United States generates about, I would say 
on the previous figures — I guess it was 1995 — $800 billion in terms 
of income taxes and about $600 billion in terms of other taxes, 
FICA taxes, things like that. 

So, all of a sudden, you sort of throw that out and you move to- 
ward a different tax system. You have got to generate at least $1.4 
trillion, and it will probably be up now to $1.5 trillion or $1.6 tril- 
lion. How do you do that? That is a really tricky question because 
somebody sitting here or elsewhere has to make that decision. 

We can talk about this thing intellectually, and we can talk 
about it in terms of competitive reasons, but the question is how 
do you make that switch. How can you make sure we don’t end up 
with a $500 billion deficit because we have miscalculated this 
thing? Maybe you would like to make a comment on that, anyone. 

Mr. Raboy. Well, that is the $64 trillion question, isn’t it? One 
thing is certain. First, you would want to look at the broadest 
based tax system possible because the less leakage there is in the 
system, the more predictable the revenue take of the system is 
going to be. 

Second, you want to reduce the fiscal drag as much as possible 
on the eccMiomy. You want to try to get taxes as much as possible 
out of the investment and work decisions of Americans. In my 
view, the one type of tax base that achieves both of those goals is 
some type of a broad-based consumption tax base. Frankly, the flat 
tax, the USA tax, and a VAT or national sales tax all get you in 
that arena. 

The developers of all of those proposals were very ingenuous in 
that they did not allow erosion of the base. They made the base 
cover everything at a single rate, and I think that gives you the 
best chance of revenue predictability. 

Mr. Houghton. Does anyone else have a comment? 

Ms. McLennan. I would just like to add to what Dr. Raboy is 
saying, which is $1.4 trillion represents approximately 17 or 18 
percent of the GDP. I believe that the $1.4 trillion also includes the 
amount we are spending for Social Security tax. So the income tax 
is really $5 or $6 trillion. That is a huge amount of revenue. 

The consumption base is the broadest base we can figure for the 
base of a tax system, but to go to a pure tax, you know you are 
going to have very serious treuisition problems. There will be wind- 
fall profits for some individuals and tremendous losses for others. 
Those who have benefits under the current tax system would lose 
them when you go to a simple base. 

On the other hand, it appears to me, at any rate, based on my 
experience, that the consuHSption-based tax is perceived in the 
countries that have them as feir and equitable across industries. 

So I think this Committee is doing the right thing by looking at 
all of these proposals. You may not get a perfect proposal before 
you in one shot, but I think the base needs to be shifted from the 
current income tax base. 
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Mr. Armstrong. We looked at some of those numbers to perhaps 
answer that question, and we were looking at taking the BEA 
numbers. 

We found if you instituted a 10-percent sales tax with also a 2- 
percent sales tax on real estate transactions, that in combination 
with only a 15-percent flat or fairer type corporation tax was actu- 
ally vowed revenue-neutral, and it is quite surprising if you really 
start putting in some of the other aspects which would be more dy- 
namic considerations. 

For example, on interest rates and what the Internal Revenue 
Service says itself it expects that they are close to 17 percent of the 
economies underground, you are never going to capture any form 
of an income tax from that side, from the illegal aliens or things 
of that nature. They will contribute to their local sales taxes, but 
they will never file an income tax. 

So, if you look at the income tax versus a consumption tax from 
the total GDP perspective, the revenue would actually increase be- 
cause income tax will never capture that portion the IRS says is 
17 percent on underground, and the other problem is — there is a 
very interesting article on the front page of the New York Times 
today where 600 are suspected in plots to evade taxes on income. 
These are 600 government employees. 

The income tax is, quite honestly, easier to avoid than the sales 
tax. It is much easier to do so. If you really look at the numbers 
objectively, I think you are looking at a potential, at least, of actu- 
ally collecting more revenue. 

Then, if you look at the income tax and its effect on interest 
rates, we can supply you with a study of interest rates for this 
country back 200 years. Every time the government raised income 
tax, interest rates rose basically in direct proportions. Capital in- 
vests on a net basis. It doesn’t want to say. Well, fine, I will pay 
you 20 percent, but by the way, I want 95 percent of that back. 
Capital looks at whatever it is going to have on the table at the 
end of the day. 

So, consequently, my points in my opening statement about the 
Japanese earning more money from us on investments versus trade 
is very important to understand because, in effect, we are paying 
more in interest expenditures on our National debt than maybe are 
really necessary. We are paying a higher rate to compensate Amer- 
icans that are paying a very high tax rate, but foreigners are buy- 
ing them who are paying zero. 

Mr. Houghton. But you are not suggesting the foreigners pay a 
tax on interest. 

Mr. Armstrong. No, no. They won’t do it. 

So what I am suggesting is you perhaps even the playingfield 
and at least make interest paid on government bonds tax free. 

Mr. Houghton. Surely. 

Mr. Armstrong. If you could reduce the interest rate itself on 
the national debt by one-third, you have a surplus, no longer a defi- 
cit. You have about a $250 billion surplus. 

Mr. Houghton. Thank you, Mr. Chairman, very much. Thank 
you. 

Mr. McCrery. Mr. Gibbons. 

Mr. Gibbons. First of all, this is a very interesting discussion. 
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I think, to generalize, we can all say that no matter what kind 
of new system we adopt, we ought to have a destination principle 
as far as taxes are concerned. Is that correct? Does the panel all 
agree with that? We ought to have a destination principle. This 
current system we have is just a mess and really distorts every- 
thing. 

Mr. Raboy, you were kind enough to supply me with a copy of 
your testimony before you appeared here, and I had an opportunity 
to read it last night. I am intrigued with your analysis that even 
if in the long term a consumption tax has no impact upon trade, 
in a short run, it does. In that short run, how long do you think 
the short run is in all of that? 

Mr. Raboy. I am not sure I could quantify how long it is, but I 
think it is significant. 

When economists talk about the origin and destination principles 
being equivalent in the long run, there are some assumptions they 
are making, and when you get a little bit behind them, you see 
some problems. 

The first assumption that is typically made is that the country 
adopting the tax system has no control over the world prices it is 
facing. In other words, there are so many companies out there com- 
peting that this country’s companies can’t affect the price of its ex- 
ports, and similarly, they are price takers in the import market. 

Well, if you say the prices you face externally are fixed, then, by 
definition, those ratios can never change. Therefore, the ratio of the 
price of exports to the price of imports, the celebrated terms of 
trade, by definition, can’t change. 

So what happens? Let’s say you didn’t have a tax system and you 
were going to impose a consumption tax and you had listened to 
your economists who told you that it doesn’t matter what you do 
in terms of border tax adjustments. They say, well, our tradition 
is an origin system, let us do that. 

I want to go out in the export market, and originally, I was 
charging the world price for my exports, competing with all of the 
other companies in the world, and I was getting that price. 

The day after the tax system goes into effect, I want to maintain 
the same returns as I did before. So I would like to be able to 
charge that price, plus the amount of the tax, but I can’t. Why? Be- 
cause world price rules tell — because if I tried to charge the higher 
price, someone else will undercut me by charging the world price. 

What that means is that some way, somehow, I have to reduce 
my private return until I can get back up to that world price. 

The day after the tax goes into effect, there are a whole lot of 
exporters who are going to be losing money. There is nothing that 
has happened with exchange rates because world prices are the 
same. 

There has to be an adjustment in the traded goods sector, both 
on the import side and the export side, and the only way you get 
to this equilibrium or this neutrality in the long run is by a con- 
traction in the traded goods sector. 

At the end of the day, the relative price of exports to imports is 
the same externally and internally, but only because the traded 
goods sector has collapsed — or not collapsed, but has been rel- 
atively reduced. 
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Similarly, if you switch from an origin-based system to that of a 
destination-based system, you ultimately get back to the same 
equilibrium because world prices are fixed, but the difference is you 
have a larger export sector. You have importers that have com- 
peted more effectively against imports in the short run, and then, 
ultimately, you are back to the relative price equalization. There 
might be some exchanges rule changes, too. 

Mr. Gibbons. Mr. Armstrong, you have more experience in ex- 
change rates than I do. Let me pump your mind for a while. 

What really controls the exchange rates? In the long, long run, 
probably international trade has something to do with it, but in the 
short run, is it more financial considerations than it is trade con- 
siderations? 

Mr. Armstrong. Yes. Quite frankly, trade is minimal. 

Mr. Gibbons. That is my impression. 

Mr. Armstrong. If you look at the United States-Japanese trade 
deficit, it has not changed dramatically in 2 years. Yet, the Japa- 
nese yen went up 40 percent, down 40 percent. 

If you look at, for example, Nippon Life, the largest insurance 
company in Japan, they have a portfolio of about $1.2 trillion. If 
they decided to move 10 percent of their portfolio to U.S. stock 
markets, that is more than 2 years’ worth of trade numbers. 

The trade is more of a psychological impact, but in my opinion, 
the currency markets have been reduced to the fact of almost an 
international polling. 

Mr. Gibbons. An international what? 

Mr. Armstrong. An international poll where the markets and 
capital vote on the confidence of countries on a daily basis. 

So, consequently, you will find with the elections with Boris 
Yeltsin, the dollar restrengthening because of concerns that, well, 
maybe if Yeltsin lost, then you are going to have problems in Eu- 
rope. 

So you have capital movements that are taking place for a vari- 
ety of reasons, geopolitical security, financial security, rules of law. 
Trade is also part of it, and the other part of it is taxes and how 
that impacts investment, and that is the point I was trying to 
make about the national debt. 

You really have foreigners paying no tax and penalizing Ameri- 
cans. Then, you look at our American corporations, we tax them in 
worldwide income. Nobody else does. 

It seems like when you look at the broad scope of everything, 
Americans are the number one prejudiced people in the entire 
world. Nobody else is as punitive on their citizens as the United 
States, and it seems ironic that we are supposed to be the leader 
of the free world, but when it comes to the Tax Code, we seem to 
be absolutely backward. 

Mr. Gibbons. I apologize for taking this extra time. 

I am amazed that America has done so well when I look at our 
system and the penalties we put on our people for jobs, taxes, and 
for everything else. That really concerns me. We have a very ex- 
pensive system to administer. 

I don’t know how expensive, but it is horribly expensive, probably 
the most expensive system in the world to administer. I worry 
about America’s future when I see us dragging along as economic 
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baggage, useless baggage, our horribly expensive tax system, and 
then not doing perhaps as much as we should as far as education 
is concerned. I think the future of our country depends upon how 
well we educate our minds and how efficiently we operate our econ- 
omy. 

I am very pessimistic that we seem to be headed in the wrong 
direction. 

Mr. Armstrong. I agree. I am always impressed by some of my 
European friends whose little children may be 5 or 6 years old and 
they are speaking four different languages. 

Mr. Gibbons. Yes. 

Mr. Armstrong. It is quite impressive to see, quite honestly, but 
I totally agree with you. 

Mr. Gibbons. Thank you. 

Mr. McCrery. Before I call on Mr. Portman, Mr. Armstrong, do 
you happen to know the current percentage of public debt that is 
held by foreigners? You said in your testimony that we have had 
up to 40 percent of it. 

Mr. Armstrong. I would have to check the 1995 numbers. The 
highest number I have seen that fluctuate up to is about 42 per- 
cent. 

Mr. McCrery. Was that recently? 

Mr. Armstrong. Pardon me? 

Mr. McCrery. Was that recently? 

Mr. Armstrong. Yes, within the last several years. It has been 
coming down largely because of concerns about the dollar. It has 
caused a lot of foreigners to sell government bonds, particularly in 
the United States, also Canada. One of the largest institutions in 
Japan lost so much money on the foreign exchange on our bond 
markets here that they actually announced they are no longer 
going to buy government bonds from anybody in the world again. 

Mr. McCrery. But it is still a significant portion. Is that your 
appreciation? 

Mr. Armstrong. I would only be taking a guess. I think it might 
be down to maybe the 25- to 30- percent area at this point. 

Mr. McCrery. OK, thank you. 

Mr. Portman. 

Mr. Portman. I thank the Chairman. I have really enjoyed the 
testimony. I have many questions, and I will try to keep it to three, 
one for each panelist, but feel free to chime in as I ask them. 

Dr. McLennan, first, your testimony regarding border 
adjustability was very interesting, and I would like the two of us 
to have a dialog on the impact. 

In essence, what you are saying is it doesn’t really matter be- 
cause the exchange rates will adjust, and if we have a flat tax or 
if we choose to have an indirect tax which we can border adjust, 
such as the Europeans do, that in the end we will have, in essence, 
the same outcome. I think Dr. Raboy is saying the quantity of 
trade will be adjusted, although at the end the cost will be the 
same because of the adjustment. How do you square that? 

Ms. McLennan. I don’t think we are in disagreement at all. Bor- 
der tax adjustability to me is just a mechanical means by which 
you enforce a value-added tax. We could go that way. That is a des- 
tination principle, European-style, value-added tax. 
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We could have a national sales tax, which would not be border 
adjustable. Sales taxes normally aren’t, and you would have the 
impact on the exchange rate. 

Mr. PORTMAN. Excuse me. Is that because they are considered by 
the GATT to be direct taxes? 

Ms. McLennan. No. A sales tax is also an indirect tax, but nor- 
mally exporters are forgiven the sales tax. If you buy anything, for 
example, in the United States, if you get something from the L.L. 
Bean catalog, citizens of Maine add 6 percent sales tax. Nobody 
else pays the sales tax. There isn’t a system by which you pay the 
sales tax and have it rebated afterward. 

Mr. PORTMAN. It is not that international rules would preclude 
that. You indicate any indirect tax we could apply. 

Ms. McLennan. It is not clear that international trade agree- 
ments would make it difficult to have a border-adjusted sales tax. 
I have never heard of a sales tax that had border adjustability con- 
nected to it. It is just a different way of taxing the same income. 

I want to add to the comments the two panelists had on the last 
question. I believe currency markets do adjust very quickly to 
changes in tax systems. If the United States were to adopt some- 
thing like a value-added tax, all the other countries of the world 
would have sufficient notice to know that this would happen, and 
banks would know about it. I believe it won’t be very long by the 
time the dollar adjusts to its new value in international trade. 

Mr. PORTMAN. You went beyond that and earlier had indicated 
that not only would the exchange markets change, but it is likely 
that tax systems would change over time. 

Ms. McLennan. Well, that could happen, too. It may be a period 
of really major adjustments on the parts of lots of trading countries 
to a new tax system. 

The other thing to remember is when the United States does 
something, many countries will look to the United States in a sense 
as a model, and there is a lot of copying in terms of policies of this 
nature. So you may not see that much turmoil as the theorists 
would have you believe at the outset. To get back to your question, 
border tax adjustability in itself may not have any impact, but if 
border tax adjustability is connected to a tax policy which encour- 
ages savings and investment, where your basic economic activities 
are encouraged, that in itself will have an effect on our competi- 
tiveness, and it should be a positive impact on U.S. trade and in- 
vestment. 

Mr. PORTMAN. If you can try to quantify that, just to play devil’s 
advocate for 1 moment, you would say, then, based on your earlier 
testimony that it is much more important to move to a system that 
is not penalizing savings and investment 

Ms. McLennan. Right. 

Mr. PORTMAN [continuing]. So people can make economic deci- 
sions and not tax-related decisions. So a flat tax as an example 
which would be direct and not border adjustable would be a much 
more important factor than whether it is border adjustable or not, 
the fact that it is a different system. 

Ms. McLennan. Exactly. I think it is the overall impact. 
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If you do away with double and triple taxation and the complex- 
ity of compliance, all of those factors are very important and 
shouldn’t be forgotten as a goal for the tax system. 

Mr. PORTMAN. But you all differ in your degree of importance you 
would attach to indirect versus direct, destination versus origin? 

Mr. Raboy. I am not sure. I would agree that the primary consid- 
eration should be the tax base. If we could get a flat tax or a VAT 
or a national sales tax or a USA tax, any of those would be terrific. 

Mr. PORTMAN. Compared to the current system? 

Mr. Raboy. Yes, compared to the current system. 

The bias against capital and saving is probably the most 

Mr. PORTMAN. But you see a marginal, even greater improve- 
ment if you can go to something that is destination based 

Mr. Raboy. That is border adjustable, yes. 

Mr. PORTMAN [continuing]. And border adjustable. 

Mr. Raboy. Absolutely. Again, the reasons are because there will 
be short-run trade benefits, real benefits to the trade sector. You 
eliminate transfer pricing controversies and other locational types 
of disincentives. 

Mr. PORTMAN. I wish I had more time, Mr. Armstrong, but 
maybe someone else can go into this further. This fascinates me, 
this notion of tax-free bonds because it would put us in a level 
playingfield with foreign investors and government bonds. 

You mentioned the figure of $250 billion. Where do you come up 
with that? Our interest on the debt is, what, about $200 billion a 
year? 

Mr. Armstrong. We now, I believe, are collecting close to $100 
billion more than we are spending on actual programs, which is 
being absorbed by interest. 

Mr. PORTMAN. OK. So what would be the net effect of your pro- 
posal in terms of the government revenues’ impact on the budget? 

Mr. Armstrong. It would really depend on how much of the na- 
tional debt you could shift over. 

I can tell you in the financial community, there is something else 
that has happened here, and that is that in 1993, the Treasury 
began trying to take advantage of the steep yield curve in this 
country, and they started shifting the national debt short term. I 
will be glad to provide the commission with a chart on that. We 
are now 70 percent. 

Mr. PoRTMAN. This was in 1992 or 1993? 

Mr. Armstrong. In 1993. 

Mr. PORTMAN. OK. 

Mr. Armstrong. Yes. 

We are now funded 70 percent, 5 years or less. One-third of the 
entire national debt is funded 1 year or less. All right. This is why 
short-term interest rates have doubled in the last 2 years, and we 
now have a yield curve that is practically fiat. 

Initially, the Treasury was doing that, trying to save on interest 
expenditures to bring the deficit down. 

Mr. PORTMAN. Right. 

Mr. Armstrong. It is now backfiring, but it had a very serious 
impact in the financial pension fund community. What happened 
was that pension funds had gone out and bought mortgage-backed 
securities. Well, mortgage-backed securities can be recalled, and 
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that is what happened. So many people went out and began refi- 
nancing their mortgages. 

The pension funds lost that long-term maturity and ended up 
being thrusted into the short term, at the same time the Treasury 
cut the 30-year bond auction down. 

Well, at this point, you ended up with companies, for example, 
Coca-Cola and Disney, who were suddenly able to issue 100-year 
bonds, and the marketplace bought them immediately because the 
pension funds, their liabilities and their investments are not 
matched. 

I believe, and I have talked to a number of people in the industry 
about this, if the Treasury were to take advantage of this particu- 
lar point in time and perhaps issue zero coupon bonds that were 
tax free, you could effectively reduce your interest expenditures 
dramatically in the short term, which would give you more than 
enough time to help change the total outlook of this country, but 
you have to follow through. You can’t use those savings and spend 
them, but you could save a substantial amount of money doing that 
right now, and there is a marketplace for them because the pension 
funds need the long-term maturities right now. 

It is kind of a casualty thing or Keystone Cop maneuver. I don’t 
know how this — you know, I have never seen this happen before 
in the 20 years that I — or 25 years that I have been doing it. 

Mr. PORTMAN. I appreciate that. 

I think we need a new hearing, Mr. Chairman, just on this topic. 

Thank you for your testimony. 

Mr. Houghton [presiding]. Thank you very much. 

Ladies and gentlemen, thanks very much for being with us. We 
certainly appreciate it. 

Now, the third panel is Messrs. Boyle, Rogers, Cox, Barone, 
Christian, and Kostenbauder. We are delighted to have you, and if 
you would take your place at the table, we would appreciate it. 

All right, gentlemen. Thanks very much for being with us. If you 
would like to give your testimony, starting with Mr. Boyle, I cer- 
tainly would appreciate it. 

Thanks very much. 

STATEMENT OF MICHAEL P. BOYLE, CHIEF TAX COUNSEL AND 

GENERAL AUDITOR, MICROSOFT CORP., REDMOND, 

WASHINGTON; ON BEHALF OF SOFTWARE PUBLISHERS 

ASSOCIATION 

Mr. Boyle. Good afternoon. I am Mike Boyle, chief tax counsel 
and general auditor for Microsoft Corp. Thank you for the oppor- 
tunity to present testimony today on behalf of the Software Pub- 
lishers Association. 

The SPA has 1,200-plus member companies of all sizes, large and 
small. These companies develop, market, and produce a wide vari- 
ety of software. 

Fair taxation of software revenue is a fundamental concern of 
our members. The efficient development and distribution of soft- 
ware technology products, which are key American exports, must 
not be unduly burdened by U.S. tax policy. 

My testimony today will stress the following points: First, inter- 
national double taxation of software income must be avoided; sec- 
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ond, current tax treaty protections against excessive foreign taxes 
must continue; and third, incentives for creating intellectual prop- 
erty and intangibles within the United States should be retained. 

The software industry has grown rapidly in recent years. In 
1995, the top 100 personal computer software companies had com- 
bined worldwide revenues of $16 billion. The industry employs ap- 
proximately 500,000 people in the United States, and there are ap- 
proximately 2 million workers in software programming jobs in this 
country. Exports make up a significant part of the overall revenues 
of the industry. 

The typical software company spends a high proportion of its 
total revenues on research and development. The chief assets of 
software companies are their work force and intellectual property. 
A major expense is employee compensation. 

A key to maintaining international competitiveness is the avoid- 
ance of international double taxation. Currently, double taxation is 
reduced through the foreign tax credit mechanism and reduction in 
foreign taxes under U.S. tax treaties. Other provisions of current 
law having a direct impact on competitiveness include the deduct- 
ibility of employee compensation, the R&D credit, and export incen- 
tives like the foreign sales corporation provisions which, as you 
may know, are currently a source of controversy because of an 
overly narrow IRS interpretation that would deny certain software 
exports from receiving fringe benefits. But the goals of these provi- 
sions remain important to the software industry, and they should 
not be abandoned as we explore fundamental tax reform. 

The tax reform proposals now under consideration would dra- 
matically change. For example, all of the proposals would eliminate 
the foreign tax credit and avoid taxation by a territorial system 
under which foreign-source income would not be taxed. A territorial 
system would put tremendous pressure on the U.S. rules for deter- 
mining whether income is U.S. or foreign source. If the United 
States taxes income as U.S. source, there will be no relief from dou- 
ble taxation if a foreign country taxes the same income. 

The U.S. tax treaty network would be affected by the elimination 
of an income tax. Sales taxes and value-added taxes are not cov- 
ered by income tax treaties. Loss of treaty protection would cause 
very serious hardship to software companies because the level of 
withholding taxes imposed by foreign countries would no longer be 
limited by treaty. 

In the absence of treaties, prohibitively higher rates of withhold- 
ing taxes, in some countries 40 percent or higher, would be im- 
posed on software royalties. These rates are imposed on gross pay- 
ments, not on net income, further increasing the tax burden. 

Moving on to wages, the flat tax proposal would not permit a de- 
duction for fringe benefits. The USA tax would deny any deduction 
for all employee compensation. 

Both of these proposals cause SPA members serious concern. The 
software industry is heavily labor-intensive and employee com- 
pensation is often the single biggest expense of a software com- 
pany. 

Loss of a deduction for this expense would create an incentive to 
export development and production jobs outside the United States. 
Under all of the reform proposals, the R&D credit would be elimi- 
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nated. Any tax reform proposal should include measures that 
would continue the beneficial effect of this incentive provision. 

Export incentives are intended to maintain a level playingfield 
with our trading partners. The national sales tax and the USA tax 
would exempt export income altogether from U.S. tax and are, 
therefore, preferable in this respect to the flat tax. 

In conclusion, our members feel that if we are to maintain a 
worldwide competitive advantage, tax reform must ensure that 
international double taxation will be avoided, current tax protec- 
tions against excessive foreign taxes must continue, and incentives 
for creating intellectual property and intangibles within the United 
States must be retained. 

The U.S. software companies currently enjoy a commanding com- 
petitive advantage over that of every other country. Any reform to 
the U.S. tax system must not impair that advantage and should 
preserve American jobs. 

I look forward to the opportunity to provide any assistance we 
can to this Committee as it explores the alternatives. 

Thank you very much. 

[The prepared statement follows:] 
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I. Introduction 

1 am Michael P. Boyle, Chief Tax Counsel and General Auditor for Microsoft Corporation. I 
appreciate the opportunity to present testimony on behalf of the Software Publishers 
Association on the impact of various tax reform proposals on international competitiveness. 

The Software Publishers Association is the leading trade association for the personal computer 
software mdustry . Its 1 200*plus member companies are businesses of all sizes, large and small, 
that develop and market software for business, consumer, and educational applications. 
Perhaps more than any other industry, software manufacturers derive their revenues from the 
creation and transfer of products resulting from the development of intellectual property and 
other intangible assets -- copyrights, patents, and software programs. 

In the international context, this means that the taxation of income earned from the creation of 
valuable software programs, as well as their transfer and use overseas, is a fundamental 
concern of our members U.S. tax policy must not unfairly burden the efficient development 
and distribution of software technology and products, which are key American exports to the 
world markets. U.S. software currently enjoys a commanding competitive edge over that of 
every other country. Any reform of the U.S. tax system must not impair that advantage. 

This testimony will first describe the scope and importance of the U.S. software industry. We 
will explain how the software business operates, and how its products are created and 
marketed. The current income tax provisions applicable to the industry will be summarized. 

We will then give a short summary of the provisions of current tax reform proposals that would 
have an impact on the international operations of software companies, and analyze potential 
issues that would arise under each of the proposals- Overall, the testimony is primarily 
intended to underscore the importance of considering the effect of any tax reform proposal on 
international transfers of intellectual property, software, and other valuable intangibles. 

II. The Software Industry 

A. Overview 

The software industry has grown during the past several years into one of the most dynamic 
and rapidly expanding sectors of the U.S. economy In the early days of computers, hardware 
and software were typically bundled together, and software was not available for separate 
purchase. With the advent of the personal computer, however, it became possible to establish 
independent comparues that specialize in the development of software alone. These companies 
do not deal in hardware, but simply sell software separately to purchasers of computers and 
other customers. The business includes other areas as well, such as designing custom software 
for larger computers and mainframes. 

The American software industry today is large and getting larger. In 1995, the top 100 personal 
computer software companies had combined worldwide revenues in excess of $16 billion. 
Employment in the software industry increased at a double-digit rate throughout the 1980's, 
and is still increasing today The industry employs approximately 500,000 people in the U.5., 
and there are approximately 2 million workers in software programming jobs in this country. 

Exports make up a signihcant part of the overall revenues of the industr)'. In 1995, for example, 
39 percent of the software revenues of the top 100 companies was derived from exports. 

Several of those companies made more than half their earnings from exports. 
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Software is an area in which the United States currently donunates world markets. A recent 
survey of the global software industry by The Economist magazine observed: “If everything is 
going software, most of the world is in trouble and America is laughing." The U.S. software 
industry makes an estimated three-quarters of the packaged software used around the world 
today. The nearest rivals, Germany and the United Kingdom, together share about 10% of the 
market. 


B. The typical software company 

The typical software company spends a high proportion of its total revenues on researching 
and developing new products. Relatively little of its capital is invested in hard assets and 
equipment. Its chief assets are its workforce (which tends to be both highly skilled and highly 
compensated), its intellectual property, and its other intangible assets. Its major expense is the 
compensation of its employees, whose skills and creativity contribute most of the value to the 
products and services from which the company's revenues are derived. For many companies, 
exports account for a sigiuficant portion of revenues. 

Most American software companies do the majority of their software development work in the 
Uruted States. However, other countries are currently competing actively -- through highly 
lucrative tax and business incentives -- for this development work and the employment that 
goes with it, including Australia, India, Ireland. Israel, Singapore, and Switzerland. 

C. Creation of a softivare product 

A software product is irutially conceived in outline form. The functions and features of the 
product are identified, and its technical architecture is determined. The details of the product 
are then designed, followed by coding and extensive testing. The product may then be 
"ported" •• that is, modified to be compatible with several different hardware configurations. 
Products destined for international markets must be translated and localized to satisfy the 
language and cultural requirements of various foreign countries. Software engineers employed 
by the software comparues, as well as outside contractors, do all of this work. 

When the product is ready for use. a master tape or disk of the software is created. Duplicate 
copies of the software product are manufactured from this master. Documentation to 
accompany the product is also developed; this documentation is a vital part of the final 
product package, because it allows the user to install and run the programs. 

D. Marketing of a software product 

Software companies market their products through several charmels in order to achieve the 
broadest possible market coverage. Typically, marketing will be done in some or all of the 
following ways: 

• Directly to end users through the company's own sales force; 

• Through dealers; 

• Through third party distributors; 

• Through original equipment manufacturers that bundle the software product with their 
own hardware and sell the combined product; and 

• Through value-added resellers that combine the product with their own software and sell 
the combined package. 

These techniques do not vary sigruficantly in the overseas markets. Some companies have 
foreign subsidiaries through which they market their products. Others rely more on third party 
distributors. In order to distribute the products efficiently, an intermediary may be licensed the 
right to reproduce and perhaps modify the software package. 

III. Current Tax Provisions Applicable to International Transfers of Software 

United States corporations are taxed on their worldwide income. Because foreign countries 
also tax the operations of companies operating within their borders, international double 
taxation is a constant problem. Current U.S. law seeks to relieve the potential double taxation 
that arises in this situation by allowing a credit against U.S. income taxes for foreign income 
taxes paid, subject to a number of limitations. Foreign countries also typically impose 
withholding taxes on income arising within their borders and paid to foreign companies, 
including taxes on dividends, interest, and royalties. U.S. foreign tax credits are also available 
for these withholding taxes. In both of these cases, however, the foreign tax credit is applicable 
only against LT.S. tax attributable to foreign source income as defined under U.S. law. The 
Internal Revenue Code prescribes detailed rules for determining the source of rnany different 
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categories of mcome. Often, the foreign corporate tax plus the withholding tax are high enough 
that the U S. foreign tax credit is limited, which may put U.S. companies at a disadvantage. 

Where a U.S. corporation operates in a foreign country through a subsidiary corporation, U.S. 
tax on income denved from the subsidiary's active business is deferred under the “controlled 
foreign corporation" provisions of the Code. Such income is taxed when it is repatriated to the 
U.S. parent in the form or a dividend. An indirect tax credit for foreign taxes paid by the 
subsidiary on the active income is available to the U.S. parent when the dividend is paid. Most 
other income earned by controlled foreign subsidiaries is taxed currently to their U.S. 
shareholders 

Relief from foreign income taxes is also available under the provisions of the many bilateral tax 
treaties to which the U.S. is a party. Tax treaties are in place with virtually all of America's 
major trading partners, and limit the taxes that the foreign countries can impose on various 
categories of income. (TTie United States grants reciprocal benefits to treaty-partner residents 
deriving income in this countr)'.) These treaties are by their terms limited to taxes on income 
and on capital, and are a significant part of the worldwide network of safeguards that gives 
U.S. companies a level of certainty necessary to operate across borders. 

Transfer pricing rules apply to transactions between related parties. The IRS has the authority 
to reallocate gross income, deductions, and other tax items between related entities in order to 
align the terms of their transactions with those that unrelated parties, dealing at arm's length, 
would have agreed to. Software companies, whose products and services arc almost always 
unique, have faced special difficulties under these rules because the absence of “comparable" 
transactions between unrelated parlies gives rise to great uncertainty with respect to the 
appropriate "arm's length" terms. Also of concern to our members is the so-called "super* 
royaitv'" provision, added to the Code in 1986. Under this provision, mcome denved from a 
transferred intangible must be commensurate with the income that the intangible subsequently 
generates; for example, the transfer price for a software license, if characterized as a transfer of 
intangible property subject to the super-royalty rule, can be retroactively adjusted in future 
years to accord with the annual revenue derived from the software product. These adjustments 
can lead to unexpected results not fully consistent with the arm s length standard, will often 
result in double taxation, and are an additional source of significant uncertainty. 

The Foreign Sales Corporahon, or FSC, regime is one of the most important U.S. tax incentives 
for exports from the United States. These provisions were enacted to offset competitive 
disadvantages faced b)' U.S. exporters because many of our trading partners have more 
favorable systems for taxing exports. Under the FSC provisions, an exemption from tax is 
available on roughly 15%'3(r''t> of the income earned from export transactions if certain 
requirements are met. The purpose of the FSC rules is to encourage the development and 
manufacture of products m the United States and the subsequent transfer of those products 
overseas. 

There is currently some controversy over the applicability of the FSC rules to software. The 
Treasury Department's temporary and proposed FSC regulations contain language that 
arguably is broad enough to allow computer software manufacturers to export computer 
software, with or without the right to reproduce, and receive FSC benefits. However, the IRS 
interpretation of these regulations has been to deny FSC benefits for exports of software 
accompanied by the right to reproduce. This interpretation discriminates against the software 
industry by denying this benefit, which is available to all other U.S. exporters. Our members 
believe that Treasury should modify its interpretation of the regulations to make it clear that 
these benefits are available to this important export sector of the U.S. economy. Its refusal to do 
so would require the enactment of remedial legislation. 

A temporary tax credit for research and experimentation expenses carried out in the United 
States has been available for several years. Software companies devote a considerable portion 
of their budgets to R&D, and the credit enables them to continue the research needed to 
maintain their products' leadership role in the world marketplace by low'enng the net cost of 
research. For several years, however, there has been great uncertainty over the continued 
extension of the credit. (For example, the Senate version of the Small Business Job Protection 
Act would allow the credit to lapse for one year.) This uncertainty affects the budgeting of the 
amount and location of research expenditures, which typically must be done some years in 
advance. Much of the potential benefit of the credit is lost because companies are unable to 
compute long-term research budgets with the certainty that the credit will be available in future 
years. A permanent credit would enhance competitiveness still further and encourage 
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companies to continue to expand their development operations in the U.S., creating additional 
jobs and exports. 

IV. The Principal Tax Reform Proposals 

A. Overview 

Here is a brief description of the aspects of each of the major tax reform proposals that would 
affect the international competitiveness of the software industry. 

B. The Flat Tax 

The Flat Tax (as contained in H.R. 2060) would impose tax at a single rate on income from the 
sale or exchange of property or services in the U.S. and on income from the export of property 
or services overseas. The bill itself does not address the treatment of foreign source income, but 
statements made by Majority Leader Armey indicate that the Flat Tax would be a territorial 
system of taxation, perhaps similar to the "exemption" system used by some countries (for 
example, Austria and Switzerland). Income earned outside the United States would not be 
subject to U.S. tax. No foreign tax credits would be allowed under this system. 

C. The National Sales Tax 

The National Sales Tax would be imposed on the gross amount of payments for the use, 
consumption, or enjoyment in the United Slates of any taxable property or service. Taxable 
property would not include intangibles. An exemption from the tax would be provided for 
property purchased for export, but imports would be subject to it. 

D. The Value Added Tax (including the USA Tax) 

The Committee requested comments on two types of value added taxes, or VATs. The first is 
the credit-invoice method VAT, used in many countries, which would be applied to the sales 
price of goods or services and shown on the invoice for those goods or services. The tax would 
not be imposed on purchases for goods and services used in the seller's business. The VAT 
would also not be imposed on exports, although it would apply to imports. The rate of VAT 
may vary (sometimes down to zero) depending on the nature of the goods or services 
transferred. The treatment of royalty income derived from the foreign use of intellectual 
property and certain other intangibles, including software copyrights and patents, varies from 
country to country; our members believe that such income is comparable to income from the 
export of goods and should not be subject to the VAT. 

The other kind of VAT is a subtraction method VAT, of which the USA Tax is an example. This 
VAT would be imposed on the gross profits (defined as the excess of gross receipts over 
business purchases) of businesses that sell or lease goods or services in the United States. Gross 
receipts would not include amounts derived from exports of goods and services; if "exports" 
are properly defined, foreign source royalties for the use of intellectual property and certain 
other intangibles should be excluded from the U.S. tax base. Under the USA Tax, wages and 
other compensation costs would not be business purchases and would not be deductible from 
gross receipts. (A payroll tax credit, up to the amount of the annual FICA tax liability, would 
be available.) 

V. Issues Arising Under Each of the Reform Proposals 

A. Overview 

This section of the testimony identifies issues of importance to our members that would arise 
under each of the fundamental tax reform proposals described above. The intent of this section 
is not to advocate particular solutions to these issues, but to ensure that they are properly and 
fully addressed in the course of the tax reform process. 

B. Sourcing rules 

As discussed above, a significant amount of the revenues of software companies arises from 
operations in foreign markets. These operations typically entail the payment of foreign taxes to 
the countries in which those companies op>erate. 

All of the proposals would eliminate the foreign tax credit mechanism and instead avoid 
double taxation by a so-called "territorial" system. In principle, such a system might be 
expected to be at least neutral with respect to our member companies' international 
competitiveness; indeed, the territorial system might improve competitiveness in cases where 
limitations in current law prevent a full foreign tax credit. 
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However, in order to achieve this result, the rules tor sourcing oi income need to be carefully 
examined. The U.S. rules are not the subject of international agreement, and it is possible for a 
foreign country to tax income that is considered to be from U.S. sources under U.S. rules, and 
therefore subject to US. tax. In the absence of a foreign tax credit, there would be noway to 
avoid double taxation in these cases. Similarly, rules for sourcing deduchons would become 
critical, because a deduction allocated to foreign sources would be a deduction of no use for 
U.S. tax purposes. 

Sourcing rules applicable to specific categories of income are of special concern to our 
members. Under current law, for example, royalties derived from the active licensing of 
software patents and copyrights for use overseas are foreign source income. If this rule were 
changed, the withholding taxes that many foreign countries impose on royalties would give 
rise to double taxation. The imposition of double taxation on cross-border royalties is 
inconsistent with international tax policy and must be avoided in drafting any tax reform 
proposal. 

For these reasons, the successful implementation of a territorial tax system would require a 
careful and detailed review of the sourcing rules. In particular, it would be desirable to 
exeimine how the U.S. rules and the rules used by foreign countries (which are generally much 
less detailed) will interact. 


C. Problems under lax treaties 

The United States' international tax treaty network would be substantially affected by the 
elimination of an income tax. Sales taxes and value added taxes are not covered by treaties, and 
it is uncertain whether our treaty partners could be persuaded that some of the proposed 
replacements for the current income tax system are the equivalent of income taxes and 
therefore covered by the treaties. The United Stales might be faced with terminations of many 
of its treaties if treaty partners feel that the concessions they have made in reducing the tax 
burden of U.S. taxpayers operating in their countries are no longer balanced by reciprocal 
concessions by the U.S. 

Loss of treaty protection would cause very serious hardship to our members because the level 
of withholding taxes imposed by foreign countries would no longer be limited. In the absence 
of treaties, prohibitively high rates of withholding taxes - in some countries, 40% or higher -- 
can be imposed on license payments for software copyrights and patents. These rates are 
Imposed on gross payments, not on net income, further increasing the tax burden from 
operating in many )unsdictior\s. In addition, the expanded opportunities for foreign taxation 
would likely increase the administrative and compliance burdens that foreign withholding 
taxes generate 

The interaction between treaty problems and the move to a territorial tax system is complex 
and beyond the scope of this testimony The territorial system might serve to alleviate some of 
the difficulties that might otherwise arise, but the problem of high foreign tax rates on foreign 
source royalty income would remain. In addition, the loss of the treaty system would seriously 
impair the ability of the U.S. government to exchange taxpayer information, negotiate solutions 
to bilateral tax disputes (including transfer pricing disputes), and deal with foreign tax 
authorities on matters of tax administration. 

The Flat Tax might be considered more favorably under our income tax treaties if foreign 
source royalty income would be exempt from U.S. tax and the Flat Tax remains an income tax 
of the type covered by treaties. Because of the significant structural differences between the 
Flat Tax and the current tax system, however, the Flat Tax would at the very least upset the 
compromise solutions to double taxation problems that most treaties embody. Even this 
proposal, therefore, would require a detailed scrutiny of the existing tax treaty network. 

D. Exports 

Export benefits under current tax law are concentrated in the FSC regime described above. This 
regime, which provides tax incentives for some export income, would disappear under all of 
the fundamental tax reform proposals. To the extent that the National Sales Tax and VAT 
proposals such as the USA Tax would exempt export income altogether from U.S. tax, of 
course, they would in fact be a great improvement over the regime. The Flat Tax, on the 
other hand, neither exempts exports from tax nor includes FSC rules. For an industry like ours, 
which exports so much of its products, FSC benefits or more substantial export exemptions are 
needed in order to maintain a level playing field with our trading partners. 
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E. Transfer pricing 

The current U.S. transfer pricing regime under section 482 of the Code has received a great deal 
of attention and adjustment over the past several years. A substantial amount of work — 
including multilateral negotiations at the OECD — has been devoted to arriving at a system of 
transfer pricing principles that are fair, workable, and subject to broad international agreement. 
Any tax reform proposai should be careful to preserve the consensus view that has been 
painstakingly developed in this area. The exemption of foreign source income from U.S. tax 
has the potential to save both taxpayers and the government millions of dollars in compliance 
and controversy costs, but only if the source rules are clearly enunciated. Transfer pricing 
controversies would be further alleviated by those proposals that exempt exports from U.S. tax. 

F. Employee compensation 

The Flat Tax proposal would permit a deduction for wages but not for fringe benefits. The USA 
Tax would deny any deduction for employee compensation. Both of these proposals cause our 
members serious concern. The software industry is heavily labor-intensive, and employee 
compensation is often the biggest single expense of a software company. Loss of part or all of a 
deduction for this expense would increase U.S. tax liability and increase the after-tax cost of 
labor, and might therefore create an incentive to export development and production jobs 
outside the U.S. The payroll tax credit under the USA Tax proposal would not eliminate the 
problem, because most software engineers earn incomes above the annual RCA Umitation. 
Similarly, the overall lower rates would not fully compensate for the loss of the deduction and 
would effectively result in discrimination against labor-intensive industries. 

G. Research & experimentation credit 

Under all of the reform proposals, the research and experimentation tax credit would be 
eliminated. This credit is designed to preserve or increase the level of research and 
experimentation in the U.S. economy and the concomitant number of U.S. jobs created thereby. 
Our members believe that any fundamental tax reform proposals should include measures that 
would continue the beneficial effect of the existing incentive provisions. 

H. Scope of a sales tax 

The National Sales Tax, like many comparable state sales taxes, would not be imposed on 
"intangible property." However, at the state level, our members have encountered some 
controversy with taxing authorities over how sales apply to software products and their 
eligibility for the exemption. If a sales tax is adopted at the federal level, it should clarify that 
income derived from many types of software transactions is specifically exempt in order to 
avoid these disputes. 

I. Transition issues 

No tax reform proposal should be adopted without carefully considering transition issues. 

Many existing business structures and contractual arrangements have been developed on the 
assumption that the current income tax system would continue in place. A fairly extensive 
transition period would likely be needed if fundamental tax reform is adopted, in order to 
avoid upsetting the legitimate expectations of taxpayers and thereby reducing their ability to 
compete in the interrwtional markets. 

VI. Conclusion 

The impact of the fundamental tax reform proposals on the competitiveness of the American 
software industry will depend to a considerable extent on the resolution of the issues discussed 
above. If we are to maintain our worldwide competitive advantage, our members must be 
assured that international double taxation will be avoided; that the transfer of intellectual 
property and other intangibles overseas will receive tax treatment at least as favorable as that 
accorded to other types of exports; and that care is taken not to increase the after-tax cost of the 
compensation being paid to their U.S. employees, thereby preserving American jobs. Software 
is an important industry in which the United States is currently the world leader. Tax reform 
should preserve this pre-eminent position. 
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Mr. Houghton. Thank you, Mr. Boyle. 

Mr. Rogers. 

STATEMENT OF JOHN E. ROGEaiS, DIRECTOR OF TAXES AND 

ASSISTANT TREASURER, FMC CORP., CHICAGO, ILLINOIS; ON 

BEHALF OF COALITION ON IlOYALTIES TAXATION; ACCOM- 
PANIED BY JOHN W. COX, TAX DIRECTOR, BMC SOFTWARE, 

INC., HOUSTON, TEXAS 

Mr. Rogers. Good afternoon, Mr. Chairman. I am John Rogers, 
director of Taxes and assistant treasurer for FMC Corp. FMC is 
headquartered in Chicago and is one of the world’s leading produc- 
ers of chemicals and machinery for industry, government, and agri- 
culture. Approximately one-half of our sales, which are approaching 
$5 billion, are outside the United States. 

I am accompanied today by John W. Cox, who is director of tax 
for BMC Software. BMC is headquartered in Houston and is a 
worldwide software developer and vendor of software solutions for 
automating application and data management across host-based 
and open-based environments. More than 40 percent of BMC’s $430 
million in current revenues are from exports. 

FMC and BMC are members of the Coalition on Royalties Tax- 
ation, which includes in its membership U.S.-based multinational 
companies in a broad array of industries, a total spectrum of U.S. 
industry. 

My testimony today will emphasize four points. First, any reform 
proposal must tax cross-border licensing in a way that keeps re- 
search and development activities in the United States. Second, 
cross-border transfers in intangibles are necessary for U.S. compa- 
nies to do business in foreign markets. Third, foreign-source royalty 
income from these transfers should be treated in the same way as 
other foreign-source income. Finally, double taxation of foreign- 
source royalty income must be prevented and current income tax 
treaty benefits must be preserved. 

In order to compete in foreign markets, U.S. corporations must 
be able to efficiently create and disseminate intangible property 
throughout the world. Technology development in the United 
States means jobs. In most businesses, these research jobs pay high 
salaries and provide meaningful and challenging employment op- 
portunities. Any gaps left by U.S. companies will be filled by our 
foreign competitors. 

In conducting their business activity worldwide, U.S. corpora- 
tions routinely license intangibles to their related foreign subsidi- 
aries and joint ventures as the most efficient way of operating in 
foreign markets. These licenses create foreign-source royalty in- 
come. The U.S. tax treatment of such income is crucial to preserv- 
ing the U.S. development of the intangibles and the economic bene- 
fits to the United States that this investment creates. 

Under current U.S. law, a company is taxed on its worldwide in- 
come. A tax credit for tax that is paid to foreign countries including 
withholding taxes on royalties is intended to avoid double taxation 
of that income. 

Current tax provisions that specifically affect the competitiveness 
of U.S. exporters include the foreign sales corporation, or FSC 
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rules, which are intended to encourage U.S. exports. A temporary 
research credit is also available. 

The current tax reform proposals provide for a territorial system 
of taxation under which foreign-source business income is not sub- 
ject to U.S. tax. Foreign tax credit is eliminated because it is as- 
sumed that the territoriality will prevent double taxation. If a ter- 
ritorial tax system is adopted, it is extremely important that appro- 
priate sourcing rules be adopted to prevent taxation in the United 
States of business income that is already subject to tax in a foreign 
jurisdiction. 

Consistent with a territorial system, royalties and license fees 
earned in foreign countries should be exempt from U.S. taxes be- 
cause they represent foreign-source business income which is al- 
ready provided for by U.S. law. Otherwise, double taxation would 
make many typical business transactions unprofitable. 

A key area that remains unresolved, though, is the impact of the 
tax reform proposals on the current system of U.S. income tax trea- 
ties. If these treaties no longer apply, U.S. companies doing busi- 
ness overseas may be severely harmed. Withholding taxes imposed 
on royalty income by our treaty partners will increase, but treaty 
protection is removed. The Coalition urges the preservation of the 
treaty system that is currently in place. 

In conclusion, proposals for tax reform should exclude foreign- 
source royalties from the U.S. tax base because these royalties are 
already subject to tax in the countries they pay, or U.S. tax would 
constitute double taxation in the absence of foreign tax credits, and 
this would be burdensome and hamper continued development, 
which is important for competitiveness. 

[The prepared statement follows:] 
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on 

The Impact on International Competitiveness 
of Replacing the Federal Income Tax 
before the 

House Committee on Ways and Means 
on 

July 18, 19% 
on behalf of 

The Coalition on Royalties Taxation 
by 

John E. Rogers 

Director of Taxes and Assistant Treasurer 
FMC Corporation 

I am John E. Rogers, Director of Taxes and Assistant Treasurer for FMC Corporation. FMC, 
headquartered in Chicago, is one of the world's leading producers of chemicals and machinery 
for industry, government and agriculture. Approximately one-half of FMC's S4.5 billion 1995 
revenues were from mtemahonaJ sales. I am accompanied today by John W. Cox, Tax Director 
for BMC Software, Inc. BMC. headquartered in Houston, is a worldwide developer and vendor 
of software solutions for automating application and data management across host-based and 
open system environments. More than 40^o of BMC's $430 million in revenues are from 
exports. 

FMC and BMC are members of the Coalition on Royalties Taxation ("the Coalition '), which 
includes in its membership U.S. based multinational companies doing business in a broad array 
of industries, including consumer products, software, industrial manufacturing, entertainment 
and fast food. These comparues represent America's leading exporters in their industries. They 
create valuable intellectual property and other intangible assets in the United States and utilize 
these intangibles in international commerce. (For simplicity we will refer to these assets as 
intangible assets. ') In order to competitively market products m foreign jurisdictions, these 
corporations must be able to efficiently create and disseminate intangible property throughout 
the world. For that reason, the members of the Coalihon share a concern with how the income 
derived from the use of intangible assets overseas (generally represented through royalties) 
would be taxed under a reformed U.S. tax system. 

I. The Importance of U.S.-Developed Intangibles to U.S. International Competitiveness 

U.S. corporations lead the international marketplace in their respecHve industries in developing 
new technologies used to create new products, manufacturing expertise, and marketing 
strategies. This technology is the product of U S. based research and development which 
produces market leading patents, copyrights, trademarks and business know-how. The ability 
to efficiently utilize these intangible assets throughout the world is a key component in the 
international operations of a U.S. corporation. U.S. policy should not impede the cross border 
dissemination of these important business assets. The NationaJ Commission on Economic 
Growth and Tax Reform (Kemp Commission) highlighted the need to be concerned with the 
tax treatment of foreign source royalties in designing a new tax system in stating that "attention 
must be given to the proper tax treatment of foreign source license fees, royalties, and other 
intangibles so as not lo discourage research and development in the United States."’ 

The following testimony will focus on the manner in which intangible assets are used by U.S. 
multinational corporations in foreign jurisdictions and the U.S. tax ramifications of these 
transactions. It will also review the treatment of the development and dissemination of 
intangible assets under the various alternative tax proposals. The Coalition does not endorse 
any particular alternative taxing system; rather, our purpose is to focus attention on the 
importance to the U.S. economy of the efficient international dissemination of U.S. -developed 
intangible assets as an important issue that must be considered as a part ot the tax reform 
process. 

A. How U.S. Multinationals Utilize Intangibles Overseas 

The ability of a U.S. corporation to conduct business outside the United States often requires 
that Its foreign affiliates obtain the right to utilize intangible assets that are developed by the 
U.S. parent. Furthermore, in some cases, U.S. corporations may directly license the right to use 
intangibles to their foreign customers. As reflected by the broad membership of this Coalihon, 


Report of the National Commission on Economic Growth and Tax Reform, Washington, D.C., p.l8. 
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intangible assets are utilized in international commerce by companies doing business in a broad 
array of industries. U.S. corporations often license the use of intangibles to their related foreign 
subsidiaries for their use in manufacturing and marketing their products overseas. This license 
creates foreign source royalty income. 

In the case of a manufacturing concern, licensing intangibles to a foreign affiliate allows a U.S. 
based manufacturer to compete in foreign markets. If a U.S. corporation sells U.S. 
manufactured products in foreign markets through foreign distribution subsidiaries, the U.S. 
corporation generally must license marketing intangibles to the foreign distribution subsidiary 
that sells the U.S. manufactured products in the local markets. In the case of a foreign 
subsidiary of a U.S. corporation that both manufactures and sells products in its local markets, 
the U.S. corporation generally must license both marketing and manufacturing intangibles to 
the foreign subsidiary in order to operate in the local market. 

Some businesses depend on the efficient distribution of technology-based products through 
licensing. In the electronics and software industries, the value of the product is largely driven 
by the technology and other creative content contained in the product. This technology is often 
protected by a copyright or patent, and product distnbution takes the commercial form of a 
license. Furthermore, the obsolescence rate of intangible assets in these industries is so high 
that the technology base must be continually replenished in order to retain market share. In 
these businesses, the primary value of the product is the intellectual property that is contained 
in the product. The U.S. tax treatment of income derived from the use of intellectual property is 
a significant economic component in determining the ability of a U.S. company to conduct 
profitable operations in foreign jurisdictions. Similar issues would affect publishing, music, 
films, television and other creative industnes in the United States. 

Franchising U.S. businesses in foreign markets is another industry that is dependent on the 
efficient disseminabon of intangible assets. The "Americanization" of the global economy has 
allowed many businesses to expand globally through the use of franchise agreements. Under 
these agreements, many U.S. companies license the use of trademarks, trade names, operational 
plans, and store designs to a local franchisee. The local franchisee invests capital in the local 
business and the U.S. franchisor receives a fee for the use of intangible assets and for services 
performed on behalf of the franchisee. 

In addition, many U.S. companies are entering new markets by forming joint ventures with a 
non-U. S. partner that is engaged in a compatible business in a foreign market. U.S. 
coq^orations are often required to make their intangible assets available in a local jurisdiction as 
part of the joint venture trar\saction. These transactiorts often result in a license of intangible 
assets by the U.S. corporation to a joint venture entity. It is often necessary to license intangible 
property to the joint venture in order to execute the busmess objectives of the venture. 

B. Technology Investment Promotes Capital Formation and Economic Growth 

Capital formation is essential to long-term economic growth, whether through investment in 
plant and equipment (tangible capital) or through investment in product, process, or market 
development (intangible capital). By enhancing production and expanding markets, capital 
formation increases worker productivity, reduces costs and prices, and increases international 
competitiveness. In order to promote long-term economic growth, tax policy should not 
impede the license of intangible property so as to promote both tangible and intangible capital 
formation. 

Research and development activity is a vital element in the producbon of both tangible and 
intangible capital. The leading position of U.S. comparxies in their respective industries is often 
a function of U.S. research. These research activities focus on creating new products and 
improving the manufacturing process of existing products, the result of which is higher 
productivity and an increase in capital formation in the United States. With technology and 
intangible assets playing a larger role in the development of new products, it is imperative that 
these research activities be maintained in the United States. 

Many indirect benefits are also derived from the development of intangibles that are not 
directly apparent in the commercial operations of a particular company. For example, when a 
company invests in a piece of machinery, it alone derives the benefits of using that machinery. 
When a company invests in new technology (or other types of "headquarters services^"), 
however, the benefits provided are not limited to the firm paying for the investment. Some of 


■ For this purpose, we consider headquarter services to include technology, know-how, patents, 
copyrights, trademarks, and .radenames. 
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the benefits spill over to competitors, to other industries, as well as into the community where 
the investment is located. For example, employees moving from one firm to another may share 
technological know-how of their former employer with their new employer. Or, as another 
example, a breakthrough in the development of manufacturing processes for computer 
components could also provide benefits for the manufacture of other machinery. When a firm 
does a cost-benefit analysis of undertaking investment in intangible capital, it does not factor in 
spillover benefits that are important to the overall economy. Thus, it is widely asserted by 
economists that private firms' Investment in intangibles is less than optimal from the 
standpoint of expanding the overall economy. Tax policy should recognize the importance of 
the domestic development of intangible assets and the ability of a U.S. corporation to use those 
intangibles in foreign affiliates. Even more than in the case of investment in tangible capital, 
investment in intangible capital should not be unduly burdened by the tax system. 

C. Creation of High-Skill, High Wage Employment in the United States 

When the U.S. exports intangibles, it increases demand for U.S. expertise in science, 
engineering, management, and marketing. These occupations generally pay high salaries and 
provide meaningful and challenging employment opportunities. In order for economies of 
scale to be fully exploited, LF.S. investment in intangible assets should have worldwide markets. 
Any impediment to the worldwide utilization of intangible assets will reduce future investment 
and employment in high-technology sectors. Excess taxation of royalties reduces the return to 
investment in intangibles and along with this taxation there will be a reduction in high paying, 
high-skilled employment in the United States. Any gaps left in the marketplace by U S. 
companies will be filled by investment in intangibles by foreign competitors 

The increasing availability of trained scientists and engineers abroad is causing U S. companies 
that once conducted all research in the United States to seriously look beyond U S. borders. For 
example, the Wall Street journal has reported, "U S; professionals are starting to see job 
opportunities vanish as employers look for engineers and programmers in Ireland, Russia, 
Malaysia, India and Singapore, where there are plentiful surpluses of well educated 
professionals. '^ Caution must be taken m developing alternative tax systems to promote the 
increase of human capital in our economy and stem the movement of technology development 
offshore. 

II. Discussion of the Current Income Tax 

Under current law a U.S. corporation is taxed on its worldwide income. A foreign tax credit 
system is provided to avoid double taxation of income that is considered under U.S, tax rules to 
be earned outside the Uruted States, referred to herein as "foreign source income. " Royalty 
income earned by a U.S. multinational from the use of intangibles outside the Uruted States is 
foreign source income. This income, when derived in the context of an active trade or business, 
is taxed in a maruner similar to income derived from the sale of a manufactured product. For 
example, in applying the foreign tax credit rules, foreign source royalty income derived from a 
controlled foreign affiliate that is actively engaged in business outsii^e the United States is 
treated as active trade or business income Similarly, under current subpart F rules, royalty 
income derived from active development or licensing of intangibles is excluded from the 
definition of foreign personal holding company income. Thus, the active licensing income, if 
earned by a controlled foreign corporation, is treated as active income and is not subjected to 
the subpart F, PFIC or section 956A anti-deferral regime. The royalties received for the use of 
these intangibles are often subject to foreign withholding taxes and foreign value-added taxes 
in the payor's jurisdiction. Current law allows the foreign withholding tax to be credited 
against U.S. income tax that would be owed on these royalties. 

U.S. tax law has provided a temporary research and experimentation tax credit, designed to 
provide an incentive for developing technology in the United States. Under current legislative 
proposals, there would be a 12 month period during which the research credit lapses. ■* This 
suspension causes U.S. companies to question the ongoing viability of the credit in making 
their plans for future investments in U.S research. A permanent research credit would provide 
a strong incentive for U.S. corporations to expand their research activities in the Uruted States. 


’ Wall Street journal. ".Age of A ngst Workplace Revolution Lifts Output Bui Job Security Is Getting 
Harder to Come By. pg- AS, March 10, 1993. See follow up article. Wall Street Journal, Like Factory 
Workers, Professionals Face Loss of Jobs to Foreigners." pg. .M. March 17. 1993 See also, Vfu; York Times. 
Skilled Workers Watch Their jobs Migrate Overseas. A Blow to Middle Class, ' pg. Al. August 28, 1995. 

* See Senate version of Small Business Job Protection -Act, §1203 of H R 3448 
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Current law also provides an incentive for exporting from the United States — the foreign sales 
corporation (FSC) rules. The FSC rules provide an exemption from U.S. tax for approximately 
15% of income derived from export sales of most U.S. products. The benefit was designed to 
encourage U.S. companies to manufacture or develop their product in the United States for sale 
or lease overseas. IRS interpretations of the application of the FSC rules to export of software 
could negate the incentive to develop software in the United States.-' These rules 
inappropriately discriminate agaitttl software products when compared with similar products. 

The title-passage rule under section 863(b) generates foreign source income from the export of 
U.S. manufactured products, thereby allowing U S. corporations to more efhciently utilize 
foreign tax credits. Under the btle passage rule, income from goods manufactured in the 
United States and sold overseas generally is considered to be earned half in the Uiuted States 
and half outside the United States. By allocating 50% of this income to foreign sources, the title 
passage rule allows greater utilization of foreign tax credits, thereby reducing the risk of double 
taxation and the cost of producing goods in the United States for export markets. Again, this 
foreign source income treatment promotes exports. 

A. Alternative Tax Proposals: 

The following is a brief description of the three alternative tax proposals under consideration 
followed by a discussion of the impact of these proposals on the taxation of income from 
intangibles. 

1. Flat Tax (H.R. 2060)^ 

With respect to business income, the Flat Tax is imposed on the sale or exchange of property or 
services in the United States and the export of property or services. H R. 2060 does not specify 
whether the proposal would subject income earned outside the United State.s to U.S, tax and 
whether foreign tax credits would be allowed to prevent double taxahon of dus income. It i.s 
our understanding that the proposal is expected to provide a territorial system of taxation, 
under which income earned outside the United Stales would not be subject to U.S. tax. 
However, export income would be subject to U S. tax. Because income earned outside the 
United States would not be subject to U.S. tax, a foreign tax credit system is not included to 
prevent double taxation. 

The Coalition believes that royalty income from the exploitation of intangibles outside the 
Uruted States should be characterized as foreign source income under the Flat Tax and, thereby, 
not subject to U.S. tax. Because foreign source royalty income is subject to foreign withholding 
taxes in the jurisdiction of origin, double taxation will occur if this income is taxed again under 
the Flat Tax regime. 

2. ^/ational Sales Tax^ 

Under a National Sales Tax, a lax would be imposed on the gross payments for the use, 
consumption or enjoyment in the Umted States* of any taxable property or service, whether 
produced or rendered in the Uruted States. Taxable property includes any property (including 
leaseholds) other than intangible property Exemptions from the tax are provided for property 
that is purchased for resale, used to produce other taxable property or services, or exported 
from the United States for use, consumption or enjoyment outside the Uruted Stales. Under the 
National Sales Tax, the exemption of intangibles, if properly defined, will exclude royalty 
income from taxation. 

3. Value-Added Taxes 

a. Credit - invoice method VAT 

Under a credit-invoice method VAT, a tax is applied to the sales price of goods or services, 
which is generally disclosed on the invoice. A business credit is provided for the VAT on 
purchases of goods and services that are used in the seller’s business. VAT systems generally 


5SeeTreas. Reg §1.927(A) -lT(f)(3); TAM 9344002 (May 27, 1093). 

For purposes of this testunony, we are basing our analysis on H.R 2060, introduced by Rep Dick Armey 
(R-TX) on July 19, 1995. H R. 2060 does not provide many details as to how its flat tax system would 
apply to income earned by U.S. multinationals. Our discussion of specific aspects of the Flat Tax that are 
not included in H R. 2060 is based on public comments made by Rep. Armey or his staff 
' For purposes of this testimony, we base our analysis on H.R 3039, introduced earlier this year bv Reps. 
Schaefer (R-CO), Tauzin (R-LA), and Chrysler (R-MI). 

The term 'United States" includes any commonwealth, territory or possession of the United States. 
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exempt exports from tax and impose tax on imports. Thus, foreign source royalties would not 
be subject to the VAT. In addition, a VAT system may exclude certain goods, services, or 
classes of taxpayers by providing a zero rating" or an exemption. 

b. Subtraction method VAT9/USA Tax. 

The business tax under the USA Tax is a subtraction method value-added fax and is imposed 
on the gross profits of firms that sell or lease property or services in the United States. Gross 
profits are defined as the excess of gross business receipts over business purchases. Gross 
business receipts do not include amounts received for property or services exported from the 
United States for use or consumption outside the Unit^ States. If exports are properly dehned, 
foreign source royalties should be excluded from the U.S. tax base. Under the USA Tax, wages 
and other compensation costs are not considered to be business purchases, although a payroll 
tax credit is provided up to the amount of the FICA lax liability. 

B. Discussion of Impact of Various Tax Reform Plans on Intangibles Developed in the 
United States and Used Overseas 

1. Territorial Tax System 

Ail of the tax reform plans discussed above provide for a territorial system of taxation. Under a 
territorial system, foreign source business income is not subject to U.S. tax. Territorial tax 
systems do not include a foreign lax credit mecharxism because it is assumed that the U.S. 
jurisdiction of taxation is appropriately defined to avoid double taxation of foreign source 
business income If a territorial tax system is adopted under fundamental lax reform, it is 
extremely important that appropnate sourcing rules be adopted to prevent taxation in the 
United States of business income that is already subject to tax m a foreign jurisdicbon. 
Consistent with a territorial system, royalties and license fees descnbed above should be 
exempt from U.S. tax because they represent business income. The treatment of these fees as 
foreign source business income is consistent with their treatment under current law. It is 
critical to preserve a tax system that avoids double taxation. If a cross border transaction is 
subject to taxation in both the foreign jurisdiction and in the United Stales, then, depending on 
the circumstances, it is possible that the transaction will no longer be economically viable. 

2 . Treatment of Exports 

Both the National Retail Sales Tax and the VAT (whether credit invoice method or subtraction 
method) are destmation-based territorial tax systems. Under the destination principle, goods 
and services are taxed in the jurisdiction m which the products are sold rather than the 
junsdiction in which the products are produced. All major consumption taxes in force 
throughout the world exempt exports, including exports of intangibles, from tax.>° 

As stated previously, exempting exports from U.S. tax will help level the playing field for these 
products to compete m foreign markets. Foreign source royalties paid to U.S. corporations are 
payments for the export of intangible assets created by the corporation and, as such, these 
royalties should be exempt from tax under a destination prinaple consumption tax, like the 
National Sales Tax'' or a VAT This taxing regime is consistent with similar taxes imposed by 
our leading trading partners. Furthermore, the export of intangibles improves the U.S. balance 
of trade in the same manner as an increase in exports of tangible property. This is reflected in 
official government statistics published by the U.S Commerce Department which include 
royalty payments from abroad as exports. According to two Treasury Department economists, 
exemption of foreign income under a consumption tax, including exemption of receipts of 
foreign royalties under the destination principle, would likely cause multinational corporations 
to shift tangible investment, intangible assets, and R&D to the United States. 


“ Because the business portion of Unlimited Savings Allowance (USA) Ta.x is a subtraction method value- 
added tax, we have based our analysis on the provisions of that tax, as set forth in S. 722, introduced by 
Senators Domenici (R NTM) and Nunn (D-CA) 

Under the consumption taxes imposed by Canada. Japan. Germany, the United Kingdom, France, Italy 
and most other industrial countries, royalties received from abroad tor technology developed within their 
borders are not subject to tax. 

Even if the National Sales Tax did not follow a destmation principle, it is assumed that exports of 
untangibles would not be sub;ect to lax because the proposal does not subject any intangible property to 
tax. 

Gcubert and Newlon, The International Implications of Consumption Tax Proposals, ' Njhonal Tax 
lournal, Vol XLVIII No 4, December 19^15, p. 620. 
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Many economists recognize that avoiding double taxation on export transactions and utilizing 
tax policy to promote export activities is necessary to maintain a level playing held for domestic 
producers trying to compete in foreign markets, thus promohng growth and free trade. Our 
current income tax system recognizes this need through the foreign sales corporation (FSC) 
rules, which exempt approximately 15% of export sales income from U.S. tax. Clearly, a system 
that exempts 100% of export sales income from U.S- tax will play a far greater role in assisting 
U.S. exports to compete with products made by foreign trading partners that have more 
beneficial systems for taxing exports. Economists state that a destination principle 
consumption tax will minimize price distortions facing producers.’* They stress that it is 
important to minimize these distortions so that producers do not relocate their production. 

One of the proposed purposes of reforming our current tax system is the elimination of the 
complexity that plagues the current income lax. Our current international tax structure, with its 
complicated rules for determining the amount of foreign lax credits that may be utilized, is one 
of the most complicated parts of the current system. One particular aspect of this complication 
that would be eliminated with a destination-based system is the establishment of an "arm's- 
length pnce. ' Of all transfer pricing issues, nothing is more difficult than establishing the price 
for the transfer of intangible assets. In recent years, some of the largest and most complex cases 
involving taxes have involved setting the correct royalty rate for transactions between related 
parties. Currently, taxpayers must devote significant resources to establishing arm's-length 
royalties charged to related parties for the right to use intangibles. This complexity would 
continue under any tax that continued to tax royalties from abroad. Under the destination 
based system, the exclusion of royalties from abroad w.ould eliminate dozens of pages of tax 
regulations and tens of millions of dollars in compliance costs incurred by the private sector as 
well as the goverrunent. 

3. Treaties 

Another area that remains unresolved is the impact of the three tax reform proposals on the 
current system of U.S. income tax treaties. Because these taxes may be characterized as 
consumption taxes, there is an issue as to whether or not the existing income tax treaties will 
remain in effect if these proposals are enacted. If these treaties no longer apply, U.S. companies 
doing business overseas may be severely harmed. The Coalition urges Treasury to use all 
efforts to preserve the treaty system that is currently in place. 

4. Other Issues Affecting Development of Intangibles in the United States for Use Overseas 

As stated previously, the exemption of foreign source royalties from U.S. tax could cause 
multinationals to shift development of R&D and other intangibles to the United States. 
However, limiting the deduction for employee compensation, as would be the case under the 
USA Tax, would create a conflicting disincentive to locate development activities in the United 
States. Activities involved m the development of these intangibles are very labor intensive and 
higher levels of wages are generally associated with these activities. Because wages above the 
FICA limit are generally provided for many of these functions, the net effect of denying a 
deduction for these labor costs will be to encourage firms to perform these activities outside the 
Umted States. 

None of the tax reform plans provide for an R&D credit. As slated previously, the R&D credit 
has provided an incentive to perform research activities in the United States. If the credit is 
eliminated under fundamental tax reform, it is important to assure that other aspects of the new 
tax system encourage the development of technology in the United States, rather than overseas. 
Mainlairung our base of innovation and technology is vital in maintaining our position as a 
world economic leader in the 21st century. 

Conclusion 

Proposals for tax reform should exclude foreign source royalties from the U.S. tax base. 

Because these royalties ace already subject to tax m the country of the payor. U.S. tax would 
constitute double taxation in the absence of foreign lax credits. Burdensome taxation ot loreign 
source royalties would hamper U.S. economic growth and competitiveness; in particular, the 
expansion of employment in high wage industries would suffer and these jobs could be moved 
overseas. Including foreign royalties in the U.S. tax base would retain much of the complexity 
under current law. Finally, if tax reform proposals are considered consumption taxes, 
international norms clearly dictate exemption of foreign source royalties from tax. 


Hufbauer and Cabyzon. Fundamental Tax Reform and Border Tax Adju:iiments. Institute for International 
Economics 1 1996), pg. 24. 
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Mr. Houghton. Thank you very much, Mr. Rogers. 

Mr. Cox, do you have any testimony? 

Mr. Cox. No, Mr. Chairman, I do not. 

Mr. Houghton. OK. 

Ernie. 

Mr. Christian. I am with Mr. Barone. Mr. Barone is next. 

Mr. Houghton. All right, good. 

Mr. Barone. 

STATEMENT OF SALVATORE V. BARONE, PRESmENT, HARPER 

SURFACE FINISHING SYSTEMS, INC., MERIDEN, CONNECTI- 
CUT; AND CHAIRMAN, INTERNATIONAL TRADE COMMITTEE, 

ASSOCIATION FOR MANUFACTURING TECHNOLOGY; ACCOM- 
PANIED BY ERNEST S. CHRISTIAN, ESQ., OUTSIDE TAX 

COUNSEL, ASSOCIATION FOR MANUFACTURING TECH- 
NOLOGY 

Mr. Barone. Thank you, Mr. Chairman. I am Salvatore V. 
Barone. AMT, the Association for Manufacturing Technology, is a 
trade association of over 350 machine tool building firms through- 
out the United States. Most are small businesses like mine. I am 
accompanied by Ernie Christian who is the special outside tax 
counsel to AMT and is available to the Committee in helping me 
answer detailed tax questions. 

America urgently needs the tax system rebuilt from the ground 
up, around a new set of design principles to compete and win in 
world markets. 

AMT believes that America can and must compete and win in 
world trade. About 35 percent of the output of my industry is ex- 
ported. We have 13 percent of the world market, but should have 
more, and 50 percent of the machine tools used in the United 
States are of foreign origin. How much greater would our market 
share be if America’s tax system were not tilted against us? That 
is hard to say, but we and our industry’s 53,000 employees would 
like the chance to find out. 

We have evaluated three leading alternative tax systems under 
an International Competitiveness Index based, in part, on the fol- 
lowing factors; Number one, expensing of business capital invest- 
ment in the United States; number two, a territorial rule whereby 
the tax only applies in the United States, thereby allowing U.S. 
companies to directly compete in foreign markets on a level tax 
playingfield with their local competitors abroad; number three, 
complementary export and import adjustments; and number four, 
tax simplicity. The complete index and its results appear in our 
written testimony. 

The business level portion of the USA tax by Senators Domenici 
and Nunn scores 100 percent on the index. It resembles a sim- 
plified version of the present corporate income tax, with expensing 
of capital equipment and appropriate international adjustments 
engrafted into it. 

Because exports to foreign markets of American-made goods are 
not taxed, there is no tax advantage in manufacturing abroad for 
sale abroad. The reason for direct investment abroad is primarily 
to penetrate foreign markets and to establish a beachhead for ex- 
ports. 
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A study by the Institute for International Economics provides 
strong statistical evidence that direct participation by U.S. compa- 
nies in foreign markets enhances U.S. exports and U.S. jobs. 

On the other hand, because the USA tax taxes imports, there is 
no U.S. tax advantage for a company to manufacturer abroad for 
the purpose of selling back into the U.S. market. There will be no 
runaway plants. 

This simple business tax framework assures that foreign compa- 
nies who compete in U.S. markets pay their appropriate fair share 
of the tax burden in this country. It is also consistent with inter- 
national treaty agreements. Border tax adjustments for exports and 
imports are not the exclusive province of a VAT. According to a 
new study by Dr. Gary Hufbauer, border tax adjustments can also 
be included within other tax structures, such as the USA tax, 
which are more reflective of the American experience. 

The business level portion of the flat tax scores very low on the 
International Competitive Index largely because it taxes exports of 
American-made products, while imposing no tax on foreign-made 
products. 

The third alternative we have evaluated is the general concept 
of replacing the Federal income tax with a retail sales tax. Leaving 
aside all other considerations which may bear upon this alter- 
native, a retail sales tax would rank very high, close to 100 per- 
cent, from an international competitiveness perspective. Even if the 
economic incidence or burden of the retail sales tax is in significant 
part borne by business, and ultimately by their employees and 
owners, a retail sales tax is implicitly border adjusted for exports 
and imports and is implicitly territorial. 

In conclusion, Mr. Chairman, we at AMT strongly urge this Com- 
mittee and Congress to make enactment of an internationally com- 
petitive tax system a matter of the highest national priority. 

Thank you very much. 

[The prepared statement follows;] 
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STATEMENT OF SALVATORE V. BARONE, PRESIDENT 
HARPER SURFACE FINISHING SYSTEMS, INC. 
ASSOCIATION FOR MANUFACTURING TECHNOLOGY 
ACCOMPANIED BY ERNEST S. CHRISTIAN, ESQ. 
OUTSIDE TAX COUNSEL 

ASSOCIATION FOR MANUFACTURING TECHNOLOGY 


Re: The Impact od InternatioDal Competitiveness 
of Replacing the Federal Income Tax 


I. Introduction 

I am Salvatore V. Barone, President of Harper Surface Finishing Systems, Inc., Meriden, 
Connecticut, and I am testifying today on behalf of AMT -- The Association For Manufacturing 
Technology, whose International Trade Committee I am honored to chair. AMT is a trade 
association whose membership includes over 350 machine tool building firms with locations 
throughout the United States. America’s machine tool industry builds and provides to a wide 
range of industries the tools of manufacturing technology including cutting, grinding, forming 
and assembly machines, as well as inspection and measuring machines, and automated 
manufacturing systems. The majority of the association’s members are small businesses. 

Today’s topic - international competitiveness — embodies the essence of your Committee’s 
continuing series of hearings on fundamental tax restructuring: the need to concentrate on 
creating a new tax system that will serve the long-term national interest in a global economy. 

America urgently needs a tax system rebuilt from the ground up around a new set of design 
principles to compete and win in world markets. That is fact one. Fact two is also obvious: the 
present federal income tax in the Internal Revenue Code of 1 986 is almost exactly the opposite of 
what is needed to serve the best interests of the United States. Had one set out by design to 
create a tax system that works against us (and, therefore, in favor of our foreign competitors), it 
is hard to imagine a more successful job than the present federal income tax. It discourages 
saving and productive capital investment in the United States; it favors imports over exports; it 
makes it hard for U.S. companies to directly compete in foreign markets; and. If they do, it 
discourages them from bringing the money home for reinvestment in the United Slates. 

At the very time that successful competition in world trade has become increasingly 
important to national well-being, we are plagued by persistent trade deficits. We have become a 
debtor nation, dependent on borrowing from abroad. Productivity has lagged; real wage growth 
has been slow; annual economic growth rates have been less than satisfactory; and federal budget 
deficits have continued to mount. Given the seemingly intractable nature of these failings, some 
people have characterized the I990.S and beyond as an “age of diminished expectations’’ for 
America. From an international perspective, some pessimists may mistakenly view world trade 
as exporting more U.S, jobs than American-made products. 

We at the AMT do not share this pessimistic view about the future. We believe that 
American industry can compete and win and that successful competition in world trade is the key 
to the kind of enhanced economic growth on which a more secure and prosperous America 
depends. We say this from the perspective of the industry which produces the machinery and 
new manufacturing technologies used by other businesses to produce products sold here and 
around the world. We are at the heart of the productive process -- putting more and better 
factory-floor technology in the hands of American workers. We are also substantial exporters 
ourselves. About 35% of the output of our industry is exported. In total, we employ 53,300 
people and most of these jobs are good paying manufacturing jobs using the best and newest 
technologies. My own company is one of the smaller members of the industry, but we employ 
approximately 50 people and, to date, more than 68,000 of our modern surface finishing systems 
have been installed worldwide. In recent years, 1 5 to 20% of our sales have been exports. Thus, 
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we are strong believers in export trade and in the benefits to America that derive from an ever- 
increasing flow of “American-made” goods into global markets. 

We also believe that American businesses and their employees should be able to compete on 
a level playing field; most particularly that the tax system of the United States should not be 
biased against our own best interests in the global marketplace. American-made machine tools 
comprise only 1 3% of the world supply. Worse, about 50% of the machine tools used in the 
United States are of foreign origin. How much greater would our share of domestic and foreign 
markets be if the American tax system were not biased against us? It is hard to say. Tiie same is 
true of American industry in general. Taxes are not the only factor as we all attempt to compete 
at home and abroad against foreign competitors. But we and our employees would like to have 
the opportunity to compete on a level lax playing field and we believe it is a matter of i rgenl 
national policy that we and they be given the chance. 

It would be one thing if the anti-investment, anti-export biases in the Internal Revenue Code 
of 1 986 were necessary — if there were no alternative. But that is not the case. There are 
alternative tax systems which are not only far more congenial to successful international 
competition but also more fair, efficient and consistent with the best interests of the United Slates 
and the American people. We hear much about “tax fairness”, but there is certainly nothing fair 
about a tax system, such as the present federal income tax, which impedes economic growth, 
costsjobs and lowers living slandards. 

For the most part, the pro-job, pro-growth alternative tax systems are well-known and well- 
developed in substantial detail. The principal ones are identified in the notice of your 
Committee’s hearings. We applaud the Chairman and the Committee for putting the 
international focus on the leading alternative tax systems and we welcome the opportunity to 
comment on them. This Committee, this Congress, and the next, have an historic opportunity to 
fundamentally restructure the American lax system for the better. Just as it is vital that we not 
lose that opportunity, it is equally vital that we not lose sight of the world trade aspects amidst 
the many other concerns that bear upon taking such a monumental step. 

Focusing on international trade necessarily puts a heavy emphasis on taxes paid by 
businesses, but, in doing so, we do not mean to diminish the importance of the way individuals 
are taxed under any new alternative tax system. Successful mtemalional competition depends on 
a higher level of personal saving and investment in the United States. Therefore, from every 
perspective, fundamental tax reform must begin with removing the present strong bias against 
saving. Individuals should either be allowed to deduct the amount they save (and later pay tax 
when they withdraw their deferred income from the national savings pool) or, if they are allowed 
no deduction, the earnings on their savings should be excluded from tax. So long as the present 
bias against personal saving exists, no matter how good the new international tax rules may be, 
the U.S. economy will not be able to compete at its full potential in the global market. Similarly, 
to the extent that corporations and other businesses are taxed separately from individuals, 
businesses should be allowed to expense capital equipment purchases. Fortunately, the present 
law penalty on personal saving and business capital investment is so indefensible that its 
elimination is now almost synonymous with fundamental tax restructuring. In one way or 
another, elimination of the bias against saving and investment is embodied in all the leading 
alternative lax proposals we have evaluated. In that respect, AMT endorses them all. 

Before going on to evaluate and compare the strictly international tax rules of the leading 
allemalives — most notably as related to exports, imports and taxation of foreign-source income 
- AMT would like also to share with the Committee a few overall perspectives which we believe 
are highly relevant to choosing between the various alternatives. First, any new tax system 
should be considered as a whole ~ the individual portion and the business portion must be 
considered together. In short, it must truly be a tax “system” that is internally consistent and that 
actually works. Indiscriminate cherry-picking of particular aspects of different proposals - no 
matter how appealing they may seem in isolation — could produce a monstrosity similar to 
present law. Second, the new tax system for America’s future must be enaciable as a whole. Not 
only must it be fair, it must be perceived as fair by the American people. 
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Funher, we believe that the new tax system should truly be an “American” tax system. 
International comparisons are often relevant particularly when illustrating the relative 
disadvantages presently imposed by the Internal Revenue Code of 1 986, but the basic elements 
of the new tax system should be chosen on their own merits, without regard to what other 
countries may or may not do. For example, there is an independent rationale, well-grounded in 
tax policy and economics, for allowing a deduction for personal saving and business capital 
invesimenl. Cross-border adjustments for exports and imports in combination with a territorial 
rule that excludes foreign-source income provide a logical and meritorious framework that stands 
on its own. The presence or absence of similar rules, in varying degrees, in other countries’ tax 
systems is not the reason for their adoption here. Similarly, the fact that a new American tax 
system may have some elements in common with a foreign tax system does not mean that we are 
adopting that foreign tax system per se. Quite to the ct-ntrary. For example, appropriate border 
tax adjustments for exports and imports are not the exclusive province of the European “VAT”. 
They can directly or indirectly be incorporated into some tax structures which are more 
consistent with our American experience.' 

There is no reason why the United Slates should be limited by the tax experiences of other 
countries. There is no reason why we should not have a better tax system than anyone else -- one 
that is fairer, simpler, more efficient and, above all, in the long-term best interests of the United 
Slates in a global economy. You on this Committee have an historic opportxinity and you should 
lake advantage of it. 

II. International Competitiveness Index 

AMT has evaluated three leading alternative tax systems against a common set of criteria 
directly and indirectly related to iniemational competitiveness. The criteria include all of those 
specified by the Chairman of this Committee in a public announcement in 1995, as well as 
several others. We fully endorse the Chairman’s list of criteria for fundamental tax reform and 
agree with its emphasis on simplification and on international competitiveness, The alternative 
tax systems we have evaluated are: the business-level USA Tax (the Unlimited Savings 
Allowance System in S. 722 by Senators Pete V. Domenici and Sam Nunn); the business-level 
Flat Tax (in general, H.R. 2060 by House Majority Leader Armey), and the general idea of a 
retail sales tax. 

In the cases of the USA Tax and the Flat Tax, the results of AMT’s Competitiveness 
Index evaluations are set forth below in comparison to the present corporate income tax. 

Because the retail sales tax does not fit readily in this index formal without further explanation, 
the retail sales tax is evaluated separately in connection with a later general discussion of that 
subject. 


' See Gary C. Hufbaucr, Fundamental Tax Reform and Border Tax Adjustments 
(Washington, D.C.: Institute For International Economics, 1996). 
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INTERNATIONAL COMPETITIVENESS INDEX 



USA Tax 

Flat Tax 

Present 

Cornorate 

Income Tax 

Expenses Capital Equipment Cost in 

U.S. 

Yes (+1) 

Yes (+1) 

No (-1) 

Excludes from Tax All Exports of 
American- Made Products 

Yes (+1) 

No (-1) 

No(-l) 

Taxes Imports of Foieign-Made 
Products 

Yes (+1) 

No (-1) 

No (-1) 

Is Territorial (i.e., applies only in 

U.S.) 

Yes (+1) 

Yes (+1) 

No (-1) 

Foreign Royalty Income Is 

Excluded Export Receipt 

Yes (+1) 

No (-1) 

No (-1) 

Is Neutral as Between Labor and 
Capital 

Yes (+1) 

No (-1)^ 

No (-1) 

Allows Credit for Employer-Paid 
Payroll Tax 

Yes(+I) 

No (-1) 

No (-1) 

Solves Transfer-Pricing Problem 

Yes(+I) 

No (-1) 

No (-1) 

Is Revenue-Neutral (No overall 
increase/decrease in business taxes) 

Yes<+I) 

No (-1) 

Yes(tl) 

Is Simple and Efficient 

Yes(+1) 

Yes (+!) 

No(-l) 

NET SCORE (Max. 10) 

+10 

-4 

-8 


A. Discussion of Competitiveness Criteri a in the Context of the USA Tax 

Because it satisfies all the criteria within a simple and understandable framework, the 
USA business-level tax provides an excellent illustration of how a low-rate business tax which 
allows expensing of capital equipment in the U S. can be combined with border-tax adjustments 
and “territoriality” to produce an essentially ideal result: a neutral, cvenhanded tax that treats all 
businesses alike (whether corporate or noncorporate, capital intensive or labor intensive, fmajiced 
by equity or by debt, large or small) and which is neither tilted for or against us when we 
compete in foreign markets nor for or against foreign companies when they compete in our 
markets. 

The USA business lax is ultimate simplicity. To calculate its tax for the year, a business 
( 1 ) adds up the amount of its revenues for the year from sales of products and services in the 
United Stales, (2) subtracts the amount of its deductible input costs for the year, (3) multiplies 
the resulting “gross profit” by the 1 1% tax rale, and (4) takes a credit for the 7.65% employer- 
paid FICA tax imposed by present law on its payroll. The payroll tax credit is a unique feature of 
the USA Tax and is in lieu of any deduction for wages paid to employees. Like the Treasury's 
Comprehensive Business Income Tax proposal in 1992, and like other proposals designed to 


^ At the business level, it is not neutral, but tends to be neutral when combined with the 
individual lax, except for the absence of a payroll tax credit. In this latter respect, returns to labor 
arc taxed more heavily than returns to capital. 
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eliminate the bias against equity financing, no deduction is allowed for interest. 

From a world trade perspective, the highly salutary and complementary relationships 
between border tax adjustments and territoriality can best be illustrated by applying the USA Tax 
in a series of fairly typical situations. 

( 1 ) TexCorp wishes to compete in the widget market in foreign Country A either by 
manufacturing widgets in Country A for sale in Country A or by manufacturing widgets 
in the U S. and exporting them to Country A. Because the USA Tax is “territorial”, it 
does not apply to TexCorp’s direct manufacturing and sales operations outside the U.S. 
Therefore, like the local widget manufacturers in Country A, TexCorp only pays the 
Country A lax and can compete with these foreign companies on a level tax playing field. 
Similarly, because exports are excluded from U.S. tax, TexCorp would only pay the 
Country A tax if it manufactured widgets in the U.S. and exported them into the Country 
A market. The U.S. tax effect is the same in both cases. What actually happens, as is 
fairly typical, is that TexCorp starts off by manufacturing directly in Country A in order 
to penetrate the market and then follows up with exports of American-made components 
and related product lines, in other cases, also not unusual, TexCorp might start off with 
exports to Country A and then follow up with some additional direct investments and 
operations in Country A in order to expand its export sales of American-made products in 
Country A. Thus, there is a complementary relationship between the export rule and the 
territorial rule (If the lax were territorial, but exports were not excluded from tax. 
TexCorp would be tax-advantaged by manufacturing abroad to sell abroad.) It is also 
important to note that because the tax is territorial, TexCorp can bring home its profits 
from Country A and reinvest them in the U.S. tax-free; the same as it can reinvest its 
export profits in the U S. tax-free. 

(2) TexCorp also has a new technology related to widgets which, after developing a 
foreign market for widgets, it wishes to license to others for use in Countries B and C. In 
other words, TexCorp wants to export the fruits of some American ingenuity which is 
also a valuable product. Because of the export rule, the foreign royalty income under the 
license agreement is correctly excluded from tax. 

(3) NesvCorp wishes to sell widgets in the U.S. market, li can either manufacture the 
widgets abroad in Country X and ship them back into the U.S. or it can build a new plant 
in New England near its headquarters and manufacture the widgets there. Because of the 
1 1 % import tax under the USA Tax, there is no tax advantage for NewCorp if it 
manufactures abroad instead of in New England. If NewCorp manufactures a S 1 00 
widget abroad and sells it back into the U.S., an SI I import tax is paid. This is the same 
rate of tax NewCorp would pay it If manufactured the widget in New England. (Under a 
territonal rule without a complementary import lax, there might be “runaway” plants, but 
with the import tax there will be none. Thus, the synergistic combination of territoriality, 
an export exclusion, and an impK)rt tax provides the U.S. with all the advantages of 
territoriality without the disadvantages.) 

(4) ForCorp, a foreign corporation headquartered in Country Y, wishes to sell widgets in 
the U.S. market. It could remain offshore, manufacture the widgets in Country Y and 
distribute iliem in the U.S. through a sales subsidiary or it could build a plant in Kentucky 
and both manufacture and sell in the U.S. Because of the 11% import tax, there is no tax 
advantage to ForCorp in remaining offshore. 

(5) In a variation of Situation (4), ForCorp wishes to sell widgets all around the world; 
not just in the U.S. market. Because the USA Tax rale is only 1 1% and because U.S. 
production costs such as capital investment in the U.S. for new plants are deductible, and 
because of the export exclusion, the U.S. would be a very atlractive place for ForCorp to 
locate its plant. 

Not only does the combination of territoriality, an export exclusion, and an import tax 
produce consistent procedural or mechanical results in the tax calculation, the combination also 
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produces important results as a matter of economic substance: income and job creation. 

A good example is the combination of territoriality and the export exclusion. A recent 
study by Edward Graham at the Institute for International Economics will soon be published by 
the Oxford University Press. ^ It shows an extraordinarily high degree of statistical correlation 
between the amount of direct investment by U.S. companies in a foreign country (as in Situation 
{ 1 ) above) and the amount of U.S. exports to that foreign country. In other words, the more U.S. 
companies penetrate foreign markets and gain maricet share by direct “on-the-ground” operations 
in a foreign country, the greater the amount of exports of American-made products to that 
country. Thus, U.S. foreign direct investment abroad is good for U.S. exports and good for U.S. 
jobs. The combination of territoriality, an export exclusion, and an import tax facilitates this 
synergistic result. 

B. The Flat Tax and the Competitiveness Index 

The business portion of the classic Flat Tax (H.R. 2060) does allow expensing and is 
territorial, and both of these characteristics are positives. But, overall, the Flat Tax does not 
score well under AMT’s International Competitiveness Index. There are many reasons for this 
deficiency, as indicated in the brief presentation of the Index itself, but the most significant 
reasons appear to be the absence of an import tax and the absence of an export exclusion. 

Without belaboring the point, a few examples may suffice. In prior Situation (1) where 
TexCorp had the choice to manufacture in (he U.S. for export abroad or to manufacture abroad 
for sale abroad, under the Flat Tax it would be to TexCorp’s advantage to manufacture abroad 
insofar as U.S. taxes are concerned. This is because the Flat Tax taxes U.S. exports. Similarly, 
in prior Situation (2), because the Flat Tax taxes U.S. exports, foreign royalties from licensing 
U.S. know-how and technology would be taxed. TexCorp might be better advised to develop the 
technology abroad instead of developing it here and licensing the use abroad. In Situations (3), 
(4) and (5), because the Flat Tax does not tax foreign imports, it would have been to the 
advantage of NewCorp or ForCorp to manufacture abroad for sale into the U.S. 

C. General Discussion of Saks Tax Option 

Setting aside all other considerations and assuming that a retail sales tax replaced the 
federal income tax, the resulting tax system would score very high on AMT’s International 
Competitiveness Index - in the area of 90 to 100%. 

A retail sales tax is implicitly border adjustable for imports and exports and is implicitly 
territorial. These implicit or indirect characteristics arise because a tax is paid only to the extent 
that a retail sale occurs in the United Stales. 

Even if, as some economic analysis suggests, the economic burden of the retail sales tax 
is in significant part borne by businesses (and, ultimately, their owners and employees), there is 
an implicit export exclusion because no tax is ever paid with respect to a sale to a non-U. S. 
purchaser and no tax ever enters the system potentially to be passed back to the seller. Similarly, 
if a U.S. company is operating and selling abroad, there is never any U.S. retail sale and no U.S. 
tax ever enters the chain of price-tax-volume relationships between seller and purchaser. Thus, a 
retail sales tax is implicitly territorial. 


^ Edward M. Graham, On the Relationships Among Direct investment and International 
Trade in the Manufacturing Sector: Empirical Results for the United Stales and Japan. Institute 
for International Economics, 1 996. To appear in Dennis Encamalion, editor. Docs Ownership 
Matter: Japanese Multinationals in East Asia (London: Oxford University Press, forthcoming). 
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On the import side, if either a U.S. company or a foreign company manufactures a 
product abroad which directly or indirectly finally shows up as a retail sale in the U.S., a lax 
liability arises. Thus, in this indirect sense, there is an implicit import tax, i.e., the retail sales tax 
is the same whether the product sold in the U.S. is of domestic or foreign origin. 

ni. Conclusion and Recommendations 

AMT believes that any new tax system for America’s future should be territorial, should 
include complementary export and import adjustments, and should relieve the bias against 
personal saving and business capital investment. The new tax system should also be simple. 

Based on our analysis using the International Competitiveness Index, it appears that there 
are two fundajnentally different ways of doing this. One is the USA Tax (which resembles a 
very simplified version of a corporate income tax with expensing and appropriate international 
adjustments engrafted on to it). The other is the general idea of replacing the entire federal 
income tax with a retail sales lax. 

While the USA Tax and the retail sales tax are far apart and greatly different in many 
other respects, either one would have a beneficial impact on international competitiveness. 
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Mr. Houghton. Thank you very much, sir. 

Mr. Kostenbauder. 

STATEMENT OF DAN KOSTENBAUDER, GENERAL TAX 

COUNSEL, HEWLETT-PACKARD CO., PALO ALTO, 

CALIFORNIA; ON BEHALF OF HIGH-TECHNOLOGY TAX 

RESTRUCTURING GROUP 

Mr. Kostenbauder. Thank you. My name is Dan Kostenbauder. 
I am general tax counsel for the Hewlett-Packard Co. in Palo Alto, 
and I am appearing and appreciate the opportunity to testify today 
on behalf of the High-Technology Tax Restructuring Group. This is 
an ad hoc group of companies that have a leadership position in 
the development of cutting-edge American technologies. Char- 
acteristic of the group is a very large and high level of investment 
in research and development. 

We are not taking an overall position on any of the bills that are 
being considered by the Committee and Congress, but the purpose 
of our testimony today is to really highlight the fact that a couple 
of the major proposals could actually have the impact of putting a 
greater burden on research and development activities and the uti- 
lization of technology, and we want to stress this point and make 
sure it is given due consideration as these various proposals are de- 
veloped. 

Just as a way of background, the U.S. investment in technology 
has been growing fairly sharply in recent years. In 1980, total pub- 
lic and private R&D by the U.S. companies and government was 
$63 billion, and that increased to $173 billion in 1994. The prepon- 
derance of that growth was due to investment in the private sector, 
and the importance of R&D is it increases U.S. productivity and 
leads to better jobs and higher levels of economic activity. 

It also is very critical in our success in global marketplaces. If 
we are competing just on the level of low wages, we are going to 
be in bad shape. 

Mr. Houghton. Could I interrupt you 1 minute? 

Mr. Kostenbauder. Sure. 

Mr. Houghton. What portion of that is our 

Mr. Kostenbauder. Research — I quite honestly can’t tell you. 

Mr. Houghton. All right. Thank you very much, sir. 

Mr. Kostenbauder. I can certainly try to find that. 

So, in any event, there is a clear link between the investment 
and the expenditure in research and development activity and the 
competitiveness of U.S. companies and also our standard of living 
here in the United States. 

A couple of general points about the tax treatment of R&D, it is 
important and our society tends to underinvest in research and de- 
velopment without further incentives. The reason for this is the 
benefits to society of things like the development of a polio vaccine 
or better communication systems. It is really a benefit that in time 
permeates the whole economy, the whole society, and the inventors 
and the developers of those technologies have certain patent protec- 
tion for a certain number of years and have a certain ability to gar- 
ner for themselves a reward for their efforts. They will be com- 
pensated, but society achieves a greater benefit than the individ- 
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uals performing the activity of research and development and so 
forth. 

So it is very critical that to enhance the overall welfare of society 
that incentives be available for research and research-type activity. 

Another thing that needs to be considered in the broader context 
is that a number of other countries certainly believe this, and they 
have established and have as part of their Tax Codes efforts to in- 
centive research and development types of activities. 

I would like to highlight just a couple of the major factors that 
are aspects of our current system, as well as the main proposed 
systems, and the impacts of those provisions on the aftertax cost 
of conducting research and development. 

Certainly, under current law in the United States, although it is 
subject to the expiring provision status, we have had in the Code 
for a number of years a research and development tax credit. 
Clearly, that supports R&D. We have also had the section 174 
expensing for research and development, which is also favorable, 
and beyond that, we have coupled with the way that our foreign 
tax credit mechanism works and the U.S. tax treaty that have been 
negotiated with foreign countries a generally low rate of foreign tax 
on royalties and other results of the income that derives from activ- 
ity conducted in the United States in terms of developing intellec- 
tual property. So that tends to reduce the level of foreign tax on 
those types of activities. 

Under both the USA tax or the flat tax, however, there is no 
R&D credit, and they definitely have less favorable treatment of 
labor cost, where there is no deduction for compensation under the 
USA tax and then there is no deduction at all for fringe benefits 
for payroll taxes under the Armey flat tax. 

Also, the treatment of export income changes under both of these 
provisions. The USA tax would not tax exports of goods and serv- 
ices and would treat foreign-source royalty income as an export for 
that purpose. So that would be favorable. 

The understanding that we have of the Armey flat tax, however, 
is that foreign royalties would be taxable in the United States. 
Again, the example we have attached to the testimony works 
through with some reasonable levels of assumptions, and for most 
companies under either system, the fundamental conclusion is that 
the aftertax cost of conducting R&D in the United States, as we 
understand those provisions today, would be higher than they are 
under the current tax system. So that is a very important concept, 
and we want to again go back and emphasize the importance of 
this. It translates into potentially lower levels of research and de- 
velopment. 

Professor Brownwyn Hall has done recent research that indicates 
the amount of R&D undertaken is sensitive to the aftertax cost of 
R&D, and a consequence of the adoption of those proposals under 
the USA tax, it could reduce private sector R&D by up to 6 percent, 
and the flat tax could reduce private sector R&D by something in 
the range of 4 to 12 percent. 

I will stop here. I see my time is up, but I think we have stressed 
the point. 

[The prepared statement and attachment follow:] 
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STATEMENT OF DAN KOSTENBAUDER 
GENERAL TAX COUNSEL 
HEWLETT-PACKARD CO. 

ON BEHALF OF HiGH-TECHNOLOGY RESTRUCTURING GROUP 


Introduction 

The High-Technology Tax Restnicmring Group appreciates the opportunity to testify at 
today's hearing on international issues arising from proposals to replace the federal income 
lax system. 

The High-Technology Tax Restructuring Group is comprised of companies that have taken a 
leadership position in developing cutting-edge American technologies. Member companies 
include Eastman Kodak, Hewlett-Packard Co., IBM, Intel Corp., Intergraph Corp., 
Microsoft, 3M, Motorola, Oracle, Sybase, Inc., Texas Instruments, and Xerox. While we 
operate in diflfcrcni industries, we have in common high levels of investment in U.S. 
research and development activities that help America compete in worldwide markets. Price 
Waterhouse LLP serves as technical adviser to our group. 

In our testimony, we review the relationship between R&D and economic growth, the case 
for increasing the level of private sector R&D expenditures above what would occur under a 
neutral tax system, and the potential effects of tax restructuring proposals on domestic R&E 
activities. Our testimony does not take a position in support of or in opposition to any of the 
specific tax restructuring proposals that have been advanced to date Rather, our purpose Is 
to highlight that these tax restructuring proposals, as currently drafted, may increase the tax 
burden on the development and utilization of technology by US. companies. 


R&D and Technology are Vitally Important to the U.S. Economy 

U.S. investment in technology has grown sharply in recent years. Total spending on R&D in 
the United States has increased from $63 billion in 1980 to $173 billion in 1994.' R&D 
spending in 1994 accounted for about 2.6 percent of the nation's gross domestic product 
(GDP). 

The private sector has been the main engine behind this growth. In 1980, private industry 
and the federal government each contributed about $30 billion in spending on R&D.^ By 
1 994, the private sector's R&D spending bad risen to more than $ 1 02 billion, far surpassing 
the federal government's $62 billion. Private industry's share of national R&D investment 
has increased from about 40 percent in 1970 to about 60 percent in 1994. Because the 
private sector is the main source of R&D ftmding in the United States, the lax treatment of 
income and expenditures significantly affects national levels of research. 

Investment in R&D by the private sector translates into higher U.S. productivity and higher 
U.S. living standards. Technology allows us to produce "more with less," which is the 
essence of increasing productivity in the economy. A recent report by the Office of 
Technology Assessment that accounts for the effects of technology throughout the economy 
attributes at least half of all economic growth in the United States to advances in 
technology.^ Thus, it is unlikely that one of the main goals of tax restructuring advocates - 
to increase the national rate of economic growth — can be achieved if the effect of tax reform 


'See "National Panems ofEl&D Resources; 1994." National Science Foundation, at 56. 
^See National Science Foundation, supra, at 56. 


^See "The Effectiveness of Research and Experimentation Tax Credits," Office of Technology Assessment, 
1995 at 2. 
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is to increase the tax burden on technology and thus reduce private sector R&D spending in 
the United States. 

R&D is likely to be an even more important factor in future economic growth. Non-defense 
R&D expenditures as a percentage of GDP have grown steadily since 1 980 for the United 
States and also for most our major trading partners.* 

High-quality U.S. Jobs also hinge on R&D and technological advances. Companies that 
invest heavily in R&D tend to have high employment growth rates, and to employ high- 
skilled workers at high wage rates. Technological advances also translate into higher-paying 
jobs in other sectors of the economy. 

Technology is also a key to U.S. trade competitiveness. Investment in R&D also play a 
greater role in determining who will succeed in global markets. The United States is now 
the world's largest exporter in technology trade, measured royalty and license fees flowing 
into the United States for use of intellectual property. In 1994, the United States earned 
$22.4 billion on inflows of royalties and license fees from abroad.* The United States 
exports four times the amount it imports in technology trade, and is the only major country 
to have a large positive balance. Japan and Germany barely break even in technology trade.* 


The Marketplace Does Not Fully Reward Private R&D Activities 

In a market economy, companies tend to under-invest in R&D activities because they 
generally are not able to retain all the benefits of these activities. Patents and other 
intellectual property rights allow companies to capture only a portion of the benefits 
accruing from their R&D activities. Other companies subsequently are able to produce more 
efficiently by applying advances made by the technological research of other firms. For 
example, a broad range of manufacturing industries have used advances in computer 
hardware and software to help streamline production processes. The general public also 
benefits as higher-quality products become available at lower prices. 

Because of these "spillover" effects, the total return for a particular R&D activity (taking 
into account benefits accruing to other companies and the general public) often is higher 
than for the company that initially undertakes the research. The lota) rate of return on R&D 
investment to society has been estimated at about 50 percent by the Office of Technology 
Assessment, while the average private rate of return is much lower — about 20 to 30 
percent.’ 

A key issue for the U.S. government is how to address the failure of a market economy to 
generate a socially optimal level of R&D investment. One option is to fund R&D through 
direct federal spending programs. A consensus has emerged, however, that pnvate business 
generally does a better job of finding opportunities for technological advances than 


*See National Science Foundaiion, supra, at 77. 

*Sec Dept, of Commerce. Survey of Currenl Business, June 1995, at «5 

*See "Multinationals and the Technology Base." Office of Technology Assessment, Sept. 1 994, al 9 1 , 
’Sce Office of Technology Assessment, Supra Note 3, at 3-4. 
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government agencies. While the typical return to corporate R&D may range from 20 
percent to 30 percent, the return from direct federal R&D spending is often as low as 5 
percent.* 

Alternatively, the government can seek to promote technological advances through the tax 
system. This generally involves far lower administrative and overhead costs for the federal 
government than direct spending programs. 


The Current U.S. Tax System Recognizes the Importance of Encouraging 
R&D and Technology 

The U.S. income tax since 1981 has provided an explicit incentive to boost the level of R&D 
above what otherwise would occur in the marketplace. Prior to its expiration July 1 , 1 995, 
the research and experimentation (R&E) tax credit under section 4 1 provided a 20-pcrcenl 
credit for the amount by which a taxpayer's qualified research expenditures - generally 
comprised of wages and supplies — for a taxable year exceeded a base amount.'* The 
legislative history to the 1981 Act states that the credit was intended to stimulate R&D 
investment, and Congress has acknowledged its continuing importance by extending the 
credit six limes since its inception. 

Qualified R&E expenditures eligible for the section 41 credit generally may be deducted 
under section 174."^ Section 174 was enacted in 1954 as a means of encouraging investment 
in research and reducing uncertainly over whether research expenses should be deducted 
currently or capitalized. 

The lax systems of our leading trading partners also recognize the importance of 
encouraging R&D activities. Canada, France, Japan, and other countries provide an R&D 
tax credit. Canada's tax credit is one of the most favorable, with a 20-percent rate on all - 
not just incremental - qualified expenditures. Our trading partners also allow immediate 
deductions for general research expenses, and many provide for accelerated depreciation 
schedules for certain capital expenditures related to R&D activities. 

A tax system's impact on R&D is not limited to its treatment of costs relating to the 
development of new technologies. The treatment of the utilization of those technologies also 
plays a major role in taxpayer decisions relating to R&D activities. For many high- 
technology companies, a key issue is how U.S. international lax rules treat income derived 
from exploiting the use of an intangible overseas. 

In this regard, the U.S. lax system begins with the general rule that tax is imposed on a 
"worldwide" basis --i.e., U.S. businesses are taxed on all of their income, both U.S. and 


■ *Sce Office of Technology Assessment, Supra Noie S, at 3-4. 

^Thc section 4 1 research lax credit expired after June 30, 1995 The High Technology Tax Restructuring 
Study Group supports current proposals to reinstate the research credit and allow an elective “alternative 
incremental research credit." 


'^Deductions allowed under section 174 are reduced by an amount equal to 100 percent of the taxpayer's 
research credit. In lieu of reducing section 174 deductions, taxpayers may elect to claim a reduced credit. 
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foreign source. Thus, income received from the sale or license of intangible assets is taxable 
whether from domestic of foreign sources. 

Royalties received for the use of intangible assets outside of the United States generally are 
considered territorially to be foreign source income for purposes of the foreign tax credit. 
Under the so-called "look-thru" rules, foreign royalties generally are treated as "active" 
income with the result that low-tax foreign royalties and high-tax foreign dividends may be 
averaged for purposes of determining the foreign tax credit limitation. This allows increased 
utilization of foreign tax credits. 

Withholding lax often is imposed by foreign governments on the gross amount of royalty 
payments. The current U.S. income lax treaty network generally serves to reduce 
withholding taxes on royalties to the extent possible. Withholding taxes generally are 
creditable for U.S. lax purposes. 

Also of importance for many high-technology companies are the current-law rules requiring 
apportionment of domestic research expenses between U.S. and foreign source income. 
Domestic research expenses that are apportioned to foreign source income reduce the 
limitations applicable to utilization of foreign source credits. As a result, for every $100 of 
domestic research allocated to foreign-source income, foreign tax credits may be reduced by 
as much as $35 at the current 35-percent U.S. corporate tax rate. This loss in foreign tax 
credit is tantamount to treating the foreign-allocated portion of U.S. research expenses as 
nondeductible. Final section 861 R&E allocation regulations issued in December 1995 take 
a step toward mitigating this problem. 

While the current U.S. tax system is far from perfect, some aspects of the corporate income 
tax, such as the recently expired research tax credit, recognize the importance of R&D and 
the development of U.S. technologies. U.S. international tax-law provisions contain both 
pro- and anti-competitive features. 


Leading Tax Restructuring Proposals Would Change the Landscape 

Leading proposals to restructure the U.S. tax system could have a significant impact on 
decisions relating to the development and utilization technologies. The "USA Tax" (S. 722) 
introduced by Senators Sam Nunn (D-GA) aiKl Pete Domenici (R-NM) and the "Flat Tax" 
(H.R. 2060) introduced by House Majority Leader Dick Armey (R-TX) have in common the 
replacement of the federal corporate income tax with a new business tax. These new 
business taxes in many respects would make a radical break with current law; 

• No incentive for R&D: Neither the USA Tax nor the Flat Tax would retain 
the R&E tax credit. There is no explicit incentive for performing R&D 
activities in either bill. 

In drafting their USA Tax proposal. Senators Nunn and Domenici initially 
explored the question whether their proposed business tax could 
accommodate an R&E lax credit or some other type of incentive for research 
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activities." It is unclear why the drafters of the USA Tax decided not to 
include a research credit in their bill. It is possible that the drafters were 
concerned that inclusion of a research credit could jeopardize the legality of 
border tax adjustments under the General Agreement on Tariffs and Trade 
(GATT). Unlike the USA Tax, however, the Armey Flat Tax does not have 
border adjustments; consequently, GAIT considerations would not preclude 
inclusion of a research tax credit in a Flat Tax system. 

Less favorable treatment for labor costs: Both the USA Tax and the Flat 
Tax would provide less favorable treatment of labor expenses than the 
current-law income tax. In this regard, both proposals would tend to increase 
the cost of R&D activities. 

Under the USA Tax, businesses would niii be allowed to deduct 
compensation of research scientists, engineers, and other employees, 
including salary and wage expense, pension contributions, and health and 
other fringe benefits. Moreover, businesses would not be allowed to deduct 
payroll taxes. However, employers would receive a tax credit for their share 
of payroll taxes. 

The Flat Tax would allow a deduction for wages, salaries, and employer 
pension contributions, generally as under the present-law income tax. 
However, as under the USA Tax, there would be no deductions for payroll 
taxes or for health insurance and other fringe benefits provided to research 
scientists, engineers, and other employees. 

Expensing for certain costs now capitalized; Some aspects of tax 
restructuring proposals as they relate to R&D activities would be more 
favorable than current law. Both the USA Tax and the Flat Tax would allow 
current deductions for all business purchases. Thus, for example, amounts 
paid for laboratory facilities, equipment, and certain intangible assets in 
conjunction with R&D activities could be deducted currently rather than 
depreciated or amortized over a period of years. 

Treatment of ’'exports": As described above, the USA Tax would not tax 
exports of goods and services. The USA Tax would treat foreign-source 
royalty income as an export for this puiposc. Thus, a U.S. company that 
licensed a technology for use overseas would not include royalty income 
from the licensing arrangement in its taxable gross receipts. 

The Flat Tax would appear to provide less favorable treatment for foreign- 
source royalty income. While the statutory language of the Armey bill (H.R. 


" In a 10/21 /94 letter to then-Treasury Secretary Lloyd BenUen. Nunn and Domenici ask, "Would a 
business cash-flow tax as described which also includes an R&D tax credit similar to current code Section 
4 1 's research and development credit for wages paid for qualified research services qualify for border 
adjustment under GATT?" 

'^It is unclear whether the USA business tax’s payroll tax credit is GATT-legal. See G. Hufbauer, Border 
Tax Adjustments and Fundamental Ta x Refonn. Institute for International Economics ( 1 996), for a 


discussion of this issue. 
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2060) does not specifically address the treatment of royalties and license fees 
received from abroad, it is clear that export income as a general rule would be 
subject to tax. Like the current'law income tax. the Flat Tax would tax goods 
and services produced in the United States whether consumed domestically or 
abroad. Foreign withholding taxes levied on royalties and other income 
would not be deductible or creditable under the Flat Tax. Thus, U.S. -based 
R&D would be taxed at a higher level under the Flat Tax than today. 

• Impact on withholding taxes: It is unclear whether the existing U.S. 
income tax treaty network would continue under the USA Tax or Flat Tax, 
both of which would repeal the corporate and individual income taxes. U.S. 
lax treaties in many cases currently serve to reduce withholding tax rates on 
cross-border payments for intangibles. It is possible that existing treaties - 
and withholding rates - might be jeopardized if the United States unilaterally 
were to eliminate its income tax system. This would raise the possibility of 
increasing foreign taxes by billions of dollars on the foreign operations of 
U.S. companies. 

• No allocation of R&£ expenses; Both the USA Ta.x and Flat Tax are 
territorial taxes. Under these systems, there would be no foreign tax credit 
and no allocation of R&E expenses between U.S. source and foreign source. 

The Fiat Tax and the USA Tax are not the only proposed models for a new tax system. The 
"National Retail Sales Tax Act" (H R. 3039), introduced by Representatives Dan Schaefer 
(R-CO) and Billy Tauzin (R-LA) would replace the corporate and individual income taxes, 
as well as certain other federal taxes, with a retail sales tax similar to levies cunenily 
imposed in 45 States and the District of Columbia.'^ By contrast to the current income lax 
system, the Schaefer-Tauzin proposal contains no provisions designed to encourage R&D. 


On the Whole, These Changes Could Increase the Cost of U.S.-Based RdiD 

The potential effects of the USA Tax and the Flat Tax can be illustrated by means of a 
simple example (See Appendix). The example posits a U.S. multinational that spends $100 
million on research in the United States, of which $42 million is qualified research expenses 
for purposes of the research credit.'* Of the $100 million in total research expenses. $26 
million is wages and salaries. $3.9 million is employee benefits, $2 million is payroll tax. 
$20 million is depreciation, and $48.1 1 million is for other expenses.'' 


'^Unlike Slate retail sales taxes, the Schaefer-Tauzin proposal would apply to services as well as goods. 

'■'r&D reported on SEC Form lO-K by public corporations included in the COMPUSTAT database 
amounted to $102 billion for fiscal years ending in 1992. The IRS reports corporate taxpayers claimed 
$43.3 billion of qualified research expense (ORE) for tax yearsending July I, 1992, through June 30, 

1993. The ratio of QRE to R&D. therefore, is estimated as 42 perceni. 

"The Office oflechnology Assessment estimates that 62 percent of qualified research expense is allocable 
to compensation. See OfTice of Technology Assessment. 5upr<i Wo/e J. at 19-20. 
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]n 1992, the research tax credit amounted to 3.6 percent of qualified research expenses, so 
the hypothetical taxpayer in this example is assumed to be able to claim a research credit of 
$1.51 million (presuming that the research credit is extended).'^ 

The taxpayer's R&D activities result in patents and other valuable intangible assets that 
produce U.S. income and foreign income. For purposes of this example, it is assumed that 
half of the income from the intangible assets is earned in the United States and the other half 
is attributable to foreign royalties. The taxpayer’s foreign royalties are subject to an average 
withholding tax rate of 5 percent.'^ U.S. multinationals are required to allocate domestic 
research expense between U.S. and foreign sources for purposes of computing the foreign 
tax credit. For purposes of this example, the taxpayer allocates 25 percent of U.S. research 
expense to foreign sources. “ 

For simplicity, the example only includes items of income and expense directly related to 
R&D, and the taxpayer is assumed not to be subject to the alternative minimum lax. 

Under present law, assuming extension of the expired R&D tax credit, the hypothetical 
taxpayer would need to earn $90.96 million to break even on $100 million of R&D if the 
taxpayer were in an excess foreign tax credit position, and would need to earn $98.49 
million if in a deficit foreign lax credit position. The break-even return is less than the $100 
million cost of R&D due to the research credit ($1.51 million) and, in the case of the excess 
foreign tax credit taxpayer, the utilization of foreign lax credits (in excess of the 5-percent 
withholding tax on the royalty). The income tax, system therefore provides an incentive for 
private sector R&D bv reducing the after-tax cost of $100 million of R&D to $90.96 million 

Of.$98.49. million, respectively, for a representative taxpayer with and without excess foreign 

tax credits . 

The impact of the USA and Flat taxes on the cost of performing R&D in the United States 
can be measured by calculating the change in return required to break even on $100 million 
of R&D for the taxpayer in the preceding example. The U -percent USA Tax is intended to 
be revenue-neutral. By contrast, the 17-percent Flat Tax introduced by Rep. Armey would 
raise less revenue than present law.” For the sake of comparability, the Flat Tax also is 
analyzed at a 21 -percent rale, which has been determined by the Treasury Department as 
necessary to achieve revenue neutrality.^® 


'‘’Data provided by the IRS Statistics of Income Division bved on Forms 6765 filed for tax years ending 
July I, 1992 through June 30, 1993. 

'^The United States seeks to obtain a zero withholding tax rate on royalties in its bilateral income tax 
treaties, but many treaties provide for a 5 percent or higher rate such as the U.S. treaties with Australia, 
Canada. China. France, India, luly, Japan, and Spain. See Price Waterhouse LLP, Doing Business in the 
United States. 

'*Under regulations (Treas, reg. 1.861*8). taxpayers generally may allocate 50 percent of U.S. research 
expense to U.S. source income and apportion the remaining 50 percent on the basis of U.S. and foreign 
sales. 

'‘'The Armey Flat Tax would initially be imposed at a 20-percent rate but would drop to a 17-percent rate 
after two years. 


^°See U.S. Department of the Treasury, OfFice of Tax Analysis." New Armey- Shelby Flat Tax Would Still 
Lose Money, Treasury Finds," Reprinted in Tax Notes {Im. 22, 1996), at 451-61. 



158 


Under the Nunn-Domenici USA Tax, the break-even retum on $100 million of R&D would 
be $98.06 million under the facts of the example. Thus, for the taxpayer in this example, the 
USA Tax would reduce the_after-tax cost of R&D bv Q.4 percent, or mcrease it bv nearly 8 
percent, depending on whether or not the taxpayer currently is in an excess foreign tax credit 
position. The potential rise in the after-tax cost of R&D primarily is attributable to the loss 
of the research credit and the inability to deduct compensation and payroll taxes. 

Impact of USA and Flat Taxes on R&D 

[See Appendix for details] 



Percent increase in **break even" rate of return of 
domestic R&D over present law* 

Tax Regime 

Excess foreign tax credits 

Excess foreign tax credit 
limitation 

USA Tax 

7.80% 

-0.40% 

Armey Flat Tax (17*/o) 

14.10% 

5.40% 

Revenue-neutral Flat Tax (2 1 %) 

14.50% 

5.70% 


’Assumes extension of expired research tax credit. 
Source: Price Waterhouse LLP 


Under the Armey Flat Tax, the break-even retum on $100 million of R&D would be $103.76 
million ata 17-percent rale and $104.12 million at a 21 -percent rate. Thus, for the taxpayer 
in this example, the 2 1 -percent Flat Tax would increase the after-tax cost of R&D bv S-IS 
percent compared to present law , depending on whether or not the taxpayer is in an excess 
foreign tax credit position. The rise in the after-tax cost of R&D primarily is attributable to 
the loss of the R&D credit, the taxation of foreign royalties with no credit or deduction for 
foreign withholding taxes, and the inability to deduct payroll taxes and employee benefits. 

Recent research by Prof. Brownwyn Hall (University of Califomia-Berkeley and National 
Bureau of Economic Research) indicates that the amount of R&D undertaken by companies 
is sensitive to the after-tax cost of R&D. Based on an econometric analysis of R&D 
expenditures by U.S, companies over the last decade. Prof. Hall finds ihai a 1 -percent 
increase in the after-tax cost of R&D results in a decline in private sector R&D of between 
0.8 and 2.0 percent.^' Using the lowest_end_of the range of results reported in this research. 
the USA Tax conservativelv would be expected to reduce private sector R&D by 0-6 percent 

for a representative taxpayer, -while a2I-percenl Flat Tax would be expected to reduce 

While the effects of the USA and Flat taxes will depend on the particular circumstances of 
individual taxpayers, the preceding example shows that a U-S. multinational with typical 
facts can expect an increase in the after-lax cost of R&D, compared to present law, under the 
Flat Tax, and can expect either a smaller increase or no change under the USA Tax. 


^'See Brownwyn Hall, "R&D Tax Policy During the Eighties: Success or Failure?" Tea Policy and the 
Economy, vol. 7 ( 1 993) pp. I -36. 
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The Impact of Tax Restructuring on R3cD and Technology Should Not be 
Overlooked 

We commend the Ways and Means Committee for holding these hearings on tax 
restructuring. We agree with the overall goals of lax refonn proposals -- to promote 
economic growth, increase savings and investment, and simplify tax administration. At the 
same time, we believe it is important not to overlook the potential adverse impact on the 
development and utilization of American technologies. 

We are not the first to raise these concerns. The January 1996 report by the Kemp 
Commission, a 1 3-member panel charged with studying the current tax system and outlining 
recommended changes, zeros in on these concerns in its discussion of the need to simplify 
U.S. taxation of international activities. The report states, “attention must be given to the 
proper tax treatment of foreign source license fees, royalties, and other intangibles so as not 
to discourage research and development in the United States.*'^^ 

The stakes are high. Any tax changes that would increase the lax burden on the 
development and utilization of American technology will have negative consequences for 
U.S. economic growth, productivity, U.S. jobs, U.S. exports, and the leadership position of 
U.S. companies in the technology-driven global marketplace. 

We stand ready to work with the committee as the coming debate over lax reform unfolds. 

A common goal should be to create a lax system that encourages American businesses to 
pursue R&D activities in the United States and avoids tax barriers to utilizing home-grown 
technologies overseas. 


^^See "Unleashing America's Potential: A Pro-Growth, Pro-Family Tax System for the 21st Century,” The 
National Commission on Economic Growth and Tax Reform, January 1996. 
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APPENDIX 

Effocts of Tax Restnicturiag Proposals oa the Tax Treatment of R&D: Example 

ASSUMPTIONS 


Foreign share of return 

S0% 





Foreign withholding tax 

5% 






Tout 

Oualified 

Nonnual. 



R&D expenses (sec. 174) 

100.00 

42.00 

58.00 



Wages and salaries 

26.00 

26.00 

0 



Payroll tax 

1.99 

na 

1.99 



Employee benefits 

3.90 

na 

3.90 



Fixed cost (depreciation) 

20.00 

na 

20.00 



Other 

48.11 

16.00 

32.11 



U.S. apportioned H&D 

75% 





Item 

1 Preaeot law /!/ 

1 Flat tax 1 

USA tax 


Excess I 

Deficit 1 

Armey- i 

Revenue 1 

(Nunn- 


FTC 

FTC 

Shelby 

neutral | 

Domenci) 

Tax status 






Tax rate 

35% 

35% 

17% 

21% 

11% 

Effective rate of R&D credit 

3.6% 

3.6% 

tia 

na 

na 

Foreign tax credit position 

Excess 

Deficit 

na 

na 

na 

AMT 

no 

no 

na 

na 

na 


90.96 

98.49 

103.76 

104.12 

98.06 

U.S. source 

45.48 

49.25 

51.88 

52.06 

49.03 

Foreign royalty, gross of withholding tax 

45.48 

49.25 

51.88 

52.06 

49.03 

Withholding ux 

2.27 

2-46 

2.59 

2.60 

2.45 

Research expense (sec. 174) 

100.00 

100.00 

100.00 

100.00 

100.00 

U.S. source 

75.00 

75 00 

100.00 

100.00 

100.00 

Foreign source 

25.00 

25.00 

0.00 

0.00 

0.00 

Components of research expense 






Wages 

26.00 

26.00 

26.00 

26.00 

26.00 

Payroll ux 

1.99 

1.99 

1.99 

1.99 

1,99 

Benefits 

3.90 

3-90 

3.90 

3.90 

3.90 

Fixed cost 121 

20.00 

20.00 

22.79 

22.79 

22,79 

Other 12 / 

48.11 

48.11 

48.11 

48.11 

48.11 

Qualified research expense 

42.00 

42-00 

na 

na 

na 

Taxable income 

-7.53 

0.00 

6.86 

7.22 

-21.87 

U.S. tax before credits 

-2.63 

0-00 

1.17 

1.52 

-2.41 

Credits 

. '8.68 

3.97 

0.00 

0.00 

1.99 

Research credit 

1-51 

1-51 




Foreign ux credit 

7.17 

2.46 




Payroll ux credit 





1 99 

U.S. tax after credits 

-11.31 

-3.97 

1.17 

1.52 

-4.40 

U.S. and Foreign Ux 

-9.04 

-1.51 

3.76 

4.12 

-1.94 

Research expense after U.S. and foreign Ux 

90.96 

98.49 

103.76 

104.12 

98.06 


X/ Assumes exieoslon of expired research credit. 

21 Fixed costs generally are depreciated over 5 years under present law and would be expensed under 
a consumption-based tax. Steady-state ratio of depreciation to gross investment assume to be 87.7%. 
y_ Amount deductible assumed not to change uoder USA and Flat taxes. 
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Mr. Houghton. All right. Thank you very much. 

Mr. Gibbons, do you have any questions? 

Mr. Gibbons. Well, first of all, I appreciate all of you coming and 
contributing to this. Since I am leaving here at the end of this 
term, let me give you the benefit of a little of my experience of hav- 
ing sat here 26 to 27 years. 

I think this Committee, generally speaking, is way ahead of you. 
I think this Committee has generally given up on ever being able 
to do anything that is reasonable or sensible or economically sound 
with the income tax system. I think we are ready to go to a con- 
sumption tax system, and as I listen to each one of you, you are 
all still hanging on to that old income tax system, and I can under- 
stand why you are reluctant as business people to get out and lead 
the charge for a consumption tax system. But frankly, it needs to 
be done because I believe this Committee is ready to move in that 
direction if we can just get some kind of reasonable signal from the 
American public that they are ready to go in that direction. 

I hear you talk about the United States being considered a tax 
haven if we get rid of our income tax system. I understand what 
that may mean, but are there any of you out there that believe if 
we get rid of our entire income tax system, even if we have to lose 
some of the advantages we have with our tax treaties now, that 
you as a company would be worse off without any income tax than 
you would if you have to preserve your rights under a tax treaty? 

If you don’t have any income tax in the United States, if we go 
completely to a consumption tax system, do any of you believe that 
even though you may lose some benefits under the current tax 
treaties, you would be worse off than you are if we get rid of the 
income tax? 

Mr. Christian. Mr. Gibbons, I have a hard time imagining that 
under any of the leading proposals that anyone would be worse off. 
The American economy, the American future, the American em- 
ployees would all be better off in all respects under any of the 
kinds of systems that are being talked about. 

If I might, since I have been privileged for many years to talk 
about matters with you 

Mr. Gibbons. Yes. 

Mr. Christian [continuing]. And others of this nature, if you will 
take a look at the index in the AMT testimony of Mr. Barone, I 
think it is quite revealing. It only undertakes to evaluate the USA 
tax at the business level, present law, and the flat tax by the 
House Majority Leader. 

You, of course, are aware that the USA tax at the business level 
and your proposal for a business or subtractive VAT are, in fact, 
identical. It just depends on how one wishes to look at those two 
proposals. 

Either can be considered to be a consumption tax in the way 
economists define consumption tax. Under such definition, it is, in 
fact, income that is being taxed, the output of labor and the output 
of capital, but economists call such a tax a consumption tax be- 
cause it does not double tax investment or saving. 

So, in fact, your proposal is included within AMT’s index and 
would rank 100 percent at the business level. 
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Mr. Gibbons. Well, I want to thank you for that explanation, and 
I want to thank you, Mr. Christian, for allowing me to learn at 
your feet here. 

Mr. Christian. I didn’t mean that, Mr. Gibbons. 

Mr. Gibbons. No, I do. I remember when we used to meet in ex- 
ecutive session here and we had our tables squared out there 
where you are now sitting. I used to be privileged to sit next to you 
there while you were on the administration explaining these things 
to us. 

So I want to apologize to all of you for the mess we have made 
out of the Tax Code over those years, but it wasn’t because you 
didn’t try or because you didn’t give us good advice. 

Mr. Christian. I think I helped you mess it up, Mr. Gibbons. I 
am trying to fix it now, as you are. 

Mr. Gibbons. Well, me, too. Me, too. I think I have learned 
enough about it to be one of those persons that is sworn off com- 
pletely of what we have been doing all of these years. I am ready 
to start something new. I am ready to go dry. 

Thank you very much. 

Mr. Kostenbauder. Mr. Gibbons, if I can just address your ques- 
tion. 

Mr. Gibbons. All right. 

Mr. Kostenbauder. In the context of the points I was making 
about R&D and technology development activity in the United 
States, there is one sense in which — and again, we have systems. 
We are very familiar with many of the details in the current sys- 
tem. 

Mr. Gibbons. Yes. 

Mr. Kostenbauder. So there are at least a number of uncertain- 
ties about these other systems. So, acknowledging that, one of the 
ways in which the USA type of system which does have expensing 
for capital equipment and other business inputs 

Mr. Gibbons. Yes. 

Mr. Kostenbauder [continuing]. But because it does not permit 
the deductibility of compensation, wages, fringe benefits, and other 
things, it can have to some degree a detrimental effect on those 
companies that really do have a lot of research and development 
because the main characteristic of research and development ex- 
penses are that they are really the good, high-paying jobs that we 
have for all of our bright engineers and other people who are en- 
gaged in the R&D activity. 

So it is a case where under current law because those expenses 
are all deductible currently versus at least in the consumption tax 
systems, because the compensation-type expenses are not currently 
deductible, and they are such a big part of R&D, there very well 
could be a real attention as to which is more favorable. Then, when 
you couple it with some of these considerations about the results 
of R&D and the intellectual property generated outside the United 
States, actually bearing a higher burden because foreign govern- 
ments may result to a U.S. activity by increasing the withholding 
rates on the royalty-type payments which generally flow back to 
the United States as a consequence of our abilities to generate re- 
search and development and technology that others around the 



163 


world want access to, in those kinds of contexts, it could very well 
be the current system might be somewhat more favorable. 

Mr. Gibbons. Well, I would say that is true if we do it as an add- 
on, but I propose that we do it as a replacement, that we replace 
the current income tax, which would really impact upon your high- 
paid people, and we replace the corporate income tax, not add a 
consumption tax to it. 

Consumption tax, I think, would be a disaster if we just added 
on. I want to replace the income tax and the payroll taxes and the 
corporate income taxes, and I think when you do all of that, you 
have really energized your R&D development process. 

I realize payroll is a very big part of R&D, but we are not taxing 
your payroll anymore, either as a FICA tax or as an income tax, 
and that should really energize your R&D here in the United 
States. 

Mr. Boyle. Congressmen, if I might amplify on Mr. 
Kostenbauder’s comments on consumption taxes, many of the de- 
tails of the various reform proposals are not fully fleshed out, and 
there is a potential which is somewhat frightening in terms of the 
possibility of double taxation 

Mr. Gibbons. Yes. 

Mr. Boyle [continuing]. As well as withholding of potentially up 
to 40 percent, and we would be very concerned that the loss of tax 
treaty coverage would be a very big detriment, in particular, to the 
software industry. 

Mr. Gibbons. I understand where you are coming from on the 
tax treaties. I am familiar with them and how they impinge upon 
you, but it seems to me that even if we did get rid of our income 
tax, you would still be a lot better off than you would under the 
tax treaty. That is my guess, but I would be happy to explore that 
further with you. 

Mr. Christian. 

Mr. Christian. If I might, Mr. Chairman, comment on both of 
the last two points. Picking up where Mr. Gibbons just amplified 
on what he was saying, I think Mr. Gibbons made the point that 
under his proposal, there is no payroll tax. Under present law, the 
payroll tax obviously under present law functions the same as dis- 
allowing a portion of wages. 

Under the USA tax, which is very like Mr. Gibbons at the busi- 
ness level and to some extent was patterned after it, there is a 
credit for the employer payroll tax. 

I would further point out in talking about R&D or software or 
all intellectual property that upon the export, which is the subject 
of today’s hearings, into the world market of the fruits of United 
States know-how, thought, or ingenuity, there is no tax. There is 
no tax on the labor element. There is no tax on the capital element. 

Under the USA tax, for example, which uses the credit mecha- 
nism to relieve the existing employer payroll tax, given the fact 
that the USA business rate is only 11 percent, the credit is the 
equivalent of allowing about a 76-percent deduction for wages. 

I would further point out, under Mr. Gibbons’ approach and the 
variation which is reflected in the USA approach, that no foreign 
royalties are taxed. No exports of any intellectual property are 
taxed. All deductions associated with R&D in the very broadest 
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sense, even exported R&D, the income from which is excluded, all 
of those costs are deductible in the United States. In other words, 
there is no longer any of this 861 allocation, even though the in- 
come is export income and not taxed. The costs are deductible in 
the United States against other U.S. income. 

I would not dispute anjhhing with my good friend, Dan 
Kostenbauder, to my right here, but I find it very hard to believe, 
as you do, Mr. Gibbons. At the end of the day, I find it very hard 
to believe that everyone in every respect is not better off under 
your proposal or the USA tax. 

Mr. Gibbons. Thank you. 

Mr. Houghton. OK. Mr. Christensen. 

Mr. Christensen. Thank you, Mr. Chairman. 

Mr. Barone, your testimony criticizes the current Federal income 
tax system and its impact on international trade. Could you elabo- 
rate on what you were talking about as far as specifics and specific 
of the group that you are representing today? 

Mr. Barone. In terms of the tax that we pay on exports? 

Mr. Christensen. Yes. 

Mr. Barone. We find we have a difficult time even competing on- 
shore, let alone offshore, because of the Tax Code we currently 
have. 

Our U.S. machine tool market is just short of $7 billion, about 
$6.8 billion, and we lose one-half of that market to offshore com- 
petition. We find it hard to believe they can come here and compete 
with us at a 50-percent level, and we have a tough time getting to 
30 percent in our exports. We think this is largely due to our Tax 
Code. 

Mr. Christensen. Mr. Kostenbauder, you made a comment talk- 
ing about using the R&D credit and it should be enhancing the 
overall benefit of society. Hewlett-Packard probably uses the R&D 
credit for a number of areas. What is the main area that they use 
it for? 

Mr. Kostenbauder. Well, Hewlett-Packard’s experience right 
now is not very favorable with the current structure of the R&D 
credit, quite honestly, but speaking for the broader group and for 
the high-tech folks, in general, our research and experimentation, 
technically the research and experimentation credit, applies to a 
broad range of activities, and certainly the range of activities that 
accompany Hewlett-Packard or other software companies or hard- 
ware companies, semiconductor manufacturers, pharmaceuticals, it 
is really the entire development process of the technology and the 
intellectual property, the know-how and the patents and so forth 
that are part of the real sort of core value of these technology com- 
panies. It is the ability to develop that. So that is the category. 

I am not sure I am totally responsive to your question, but it is 
that fundamental portion of our activity, and for a number of these 
companies, the percentage of total revenue that would be spent on 
research and development, although I haven’t seen the specific 
numbers for this group, I am sure would range from probably a 
very minimum of 5 percent to 15, 20, or 25 percent. So there is a 
tremendous level of research that goes into especially the activities 
of your more high-tech companies in the U.S. economy, and I think 
the total expenditure in the U.S. economy is around 2 percent, give 
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or take, or maybe a little below that, but somewhere around 2 per- 
cent is the total for the entire economy. So, clearly, these are more 
research-intensive companies. 

Mr. Christensen. If we were to move to a totally restructured 
tax system, would you elaborate a little bit more on your position 
concerning the tax treaties and how that would impact the soft- 
ware industry and the high-tech industry? 

Mr. Kostenbauder. Right. Well, the key consideration today is 
that the U.S. Government and Treasury Department negotiate 
treaties with other countries in terms of the income tax rules and 
typically between two countries that have income taxes. 

There are a number of different things that are addressed in 
those treaties, a wide range of issues. One important one generally, 
but certainly for our industry, relates to a definition almost of 
doing business, so that you would not be taxed or you would have 
some protection against being treated as a permanent establish- 
ment, which would be treated as doing business in a foreign coun- 
try. So we like to have those rules as broad as possible, so as to 
not have incidental activities in a foreign country generate a full 
tax liability there. 

The other thing that is very peculiar to our industry relates typi- 
cally to the treatment of roy^ty income. The U.S. Government has 
negotiated, particularly with some of our major trading partners, 
the Japanese and Germans and others, where there is a lot of trade 
relating to high-tech products and where a lot of U.S. companies 
will actually license the technology that we develop here and re- 
ceive a royalty flow-back into the United States, the policy of the 
U.S. Government is to have those withholding tax rates that the 
foreign governments would impose as low as possible. In many 
cases, they are zero or 5 percent on a negotiated basis. 

The statutory rules of many foreign countries can be as high as 
40 percent. The U.S. rate is 30 percent on similar flows outside of 
the United States unless they are reduced. 

One of the big factors that is beneficial for us, but also beneficial 
for the U.S. Treasury, is that to the extent that those foreign taxes 
imposed are very low on that foreign-source income from the roy- 
alty that is being used outside the — or the technology that is being 
used outside the United States that generates the royalty flow, that 
income is then fully taxed by the U.S. foreign sales corporation and 
it does not have a large foreign tax associated with it that would 
otherwise be, in a sense, fully creditable against the U.S. tax. 

So, if there is a dollar of U.S. tax, instead of having a dollar of 
foreign tax that gets credited against that, it might only be a nickel 
of foreign tax, and the U.S. Treasury, of course, can get the dif- 
ferential. 

So, in the context of one of these systems that might be devel- 
oped that would in any way impair the integrity of this treaty net- 
work that has been negotiated and renegotiated for decades, it 
could put us in the position of having the foreign governments see- 
ing the United States change its tax system, having the treaties no 
longer be really valid because we don’t have anjdhing that is de- 
nominated or considered an income tax system. They would go 
ahead and raise their withholding tax rates on that technology, and 
therefore, the U.S. foreign sales corporaion would be, in a sense. 
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maybe not disadvantaged by that, but all of the companies receiv- 
ing those royalties would find they have now sustained a much 
higher increase in their foreign taxes imposed by foreign govern- 
ments. 

Mr. Christensen. Thank you for your testimony, and I thank 
the panel for their time and testimony today. 

Thank you, Mr. Chairman. 

Mr. Houghton. Thank you, Mr. Christensen. 

I am not going to raise any questions because it is late and we 
certainly appreciate the fact you have been here. 

I would just like to make two statements. My question really is, 
If you separate this into three parts, whether we do anything, what 
we do, and how we sell it. We have been talking about what we 
do, but the question for this Committee and for this Congress is 
whether we do anything at all, whether we have got the guts to 
do something, and then the last part is, of course, how do we sell 
this thing. The question then, the overriding issue, is how do we 
get some emotion into this thing, how can we tie it down to human 
beings so they feel politically this is the right way to go, and that, 
of course, is the big question, I think, you can help us with. 

The second thing I would like to say is that the person I am 
going to miss most on this Committee is this man right over here. 
He has been a wonderful stimulator and a great leader in this 
whole area, and I just hope, Sam, that you are going to be able to 
hang around and lead us as you feel Ernie had led the intellectual 
discussions here. 

So thank you very much, everybody. We appreciate it. 

[Whereupon, at 1:13 p.m., the hearing was adjourned.] 

[Submissions for the record follow:] 
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STATEMENT OF THE 

CHEMICAL MANUFACTURERS ASSOCIATION 
BEFORE THE 

HOUSE COMMITTEE ON WAYS AND MEANS 
ON 

THE IMPACT ON INTERNATIONAL COMPETITIVENESS OF 
REPLACING THE FEDERAL INCOME TAX 


The Chemical Manufacturers Association ("CMA") appreciates this opportunity to 
present its views on the impact on U.S international competitiveness of replacing the Federal 
income lax. CMA commends Chairman Archer arul the Committee on Ways and Means for 
holding hearings on this subject. In many respects this is the most important single issue that 
the Comxnittee and the Congress musl responsibly address and answer before adopting any 
alternative tax system. 

CMA IS a nonprofit trade association whose member companies represent more than 90 
percent of America's productive capacity for basic industrial chemicals. Since 1991 , the 
chemical industry has been the nation’s leading exporter. The chemical industry also ranks first 
among all U.S. manufacturing sectors in research and development spending with an estimated 
$18.1 billion in 1995. Most importantly, the chemical industry provides over one million high- 
tech, high-wage jobs for American workers. 

The importance of maintaining the international competitiveness of U.S. manufacturers 
and the Americcin jobs they provide can not be over-stressed. Yet, m the more than 50 years 
that Congress has addressed Federal income tax reform, the importance of the Federal income 
tax on U.S. competitiveness has only recently been recognized. To a considerable extent the 
prior tax reform efforts of the Committee on Ways and Means and the Congress reflect the 
conditions and times in which they were developed. 

When Congress addressed the bill that ultimately became the Internal Revenue Code of 
1954, the United States was the world's dominant industrial nation with a virtually unlimited 
market for its products and exports. Although international competition had increased greatly 
by the late 1960's, the impact of tax reform on U.S. international competitiveness did not receive 
major attention in the Tax Reform Act of 1969. On the other hand, by increasing the tax burden 
on corporations (and disproportionately on capital-intensive manufacturing industries like the 
chemical industry), the Tax Reform Act of 1986 accelerated our problems in competing with 
foreign manufacturers and producers. Thus, we are most encouraged that the Committee on 
Ways and Means is now focusing on what we regard as the most crihcal issue presented under 
any tax system. 

The chemical industry is an excellent example of how closely the economic health of 
U.S.-based manufacturing is finked to strong, competitive, and expanding foreign trade. The 
world-wide chemical industry is a fiercely competitive, global industry with large, well- 
financed foreign competitors. World-scale plants and efficient product flow are essential for 
any chemical company to compete in both domestic and international markets. 

Of necessity, U.S. chemical companies must build foreign plants to serve growing 
foreign markets. These new plants become markets for U.S. products. In time, these foreign 
plants will produce goods that will in turn be sold in world markets, including the United 
States. However, the net result of our foreign trade is a larger market for U.S. products and 
greater job security for American workers 

Over time, the U.S. chemical industry has grown from producing primarily basic 
commodity chemicals to producing commodity and specialty chemicals. Although our 
industry has grown and changed dramatically, it continues to provide over one million quality 
jobs for American workers. Today a substantial portion of those jobs is directly dependent on 
the expanded market that growing U.S. chemical exports provide. 

With this in mind, the important topics for the chemical industry in assessing an 
alternative tax system are: 

• Cost of Capital 

• Research Incentive 

• Taxation of Ex-U.S. Income 

• Export Incentives 

• Energy and Environmental Costs 


CMA's views on these topics are summarized below: 
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Cost of Capital 

It IS gerierally recognized that the cost ot capital for U.S corporations exceeds that for its 
foreign-based competitors While the cost of capital is a widely-used term, there is a sigriificant 
difference of opinion on what factors impact the cost of capital. CMA believes that tax policy 
has a direct and significant impact on the cost of capital. Moreover, tax policy is a factor within 
the direct control of Congress and the President. Taxes can affect the cost of capital through tax 
rates, depreciation methods and capital cost recovery systems, investment incentives, taxation 
of foreign income, the alternative minimum tax, taxation of dividends, and the taxation of 
capital gams. If Congress wishes to make the U.S. more competitive, each of these critical 
elements must be addressed favorably and in concert. 

Although the Tax Reform Act of 1986 reduced marginal corporate tax rates, it adversely 
affected the chemical industry by increasing U.S cost of capital. It is important that in adopting 
an alternative tax system Congress should not increase the cost of U.S. capital, but, if possible, 
should reduce that cost 

Research Incentives 


In today's competitive global environment it is simply not enough to be the low-cost 
producer. To be successful. U.S. companies must be first to market products that offer superior 
value to the customer. Research and development C'R&D") is important to the chemical 
industry because it can lead to increased productivity that can overcome disadvantages in 
capital and labor costs and also to the discovery of new products To develop a steady stream 
of high-value products, a company must have the resources to invest substantial sums in R&D. 
Because of this, CMA strongly supports a permanent, improved R&D tax credit and favorable 
rules governing the allocation of R&D expenses between U.S. and foreign income under Section 
861 , In this respect we emphasize that temporary measures do not provide the predictability 
needed for the long-range planning required for modem research projects. 

Taxation of Ex-U.S. Income 

In today’s global environment, U.S.-based multinationals must compete in world 
markets There are at least five components of international competition problems: 

• The ability to compete in U.S. markets against imported products. 

• The ability to compete in U S. markets against products manufactured in U.S. plants 
owned by foreign-based companies. 

• The ability of U.S- exports to compete in the home market of foreign-based competitors. 

• The ability to compete in foreign markets where both the U.S. and foreign-based 
competitors have local manufacturing operations. 

• The ability to compete in foreign markets where neither U.S. nor the foreign-based 
company has local manufacturing operations. 

As these fact patterns illustrate, the ability to compete internationally is a complex problem. 
Policy makers need to understand and to consider each of these situations to ensure that we 
effectively maintam our international competitiveness. For many years, U.S. tax policy has 
discouraged U S. -based firms from making investments abroad. This policy disregards the fact 
that it is impossible to compete m many countries without first investing in local 
manufacturing operations. Those foreign plants translate immediately into expanded U.S. 
exports and the American jobs those increased exports support. 

In this respect, CMA has strongly opposed efforts to tax U.S. corporations currently on 
the income of their foreign subsidiaries, such as the bill recently introduced by Senator Dorgan 
(D-ND), S-1597, "the American Jobs Act of 1996.'' This is substantially the same bill that Senator 
(then Congressman) Dorgan introduced in 1991 as H.R. 2889. CMA s statement on H.R. 2889 to 
this Committee noted that in 1990 U.S. chemical exports were $39 billion— then equal to the 
nation's total agricultural exports and significantly larger than U.S. aircraft exports of $30.1 
billion in that same year. In 1990, we also enjoyed a healthy net U S. trade surplus in chemicals 
of $16.8 billion. In contrast to Senator Dorgan's 1990 analysis, U.S. chemical exports accounted 
for $60.8 billion five years later with a net U.S chemical trade surplus of $20 4 billion in 1995. 
Despite the substantial increase in both exports and imports over 1990 levels, the U.S. chemical 
industry maintains a net U.S. trade surplus in chemicals that is 21 .4 percent greater than the 
1990 level. More importantly, the U.S. chemical industry today continues to provide over one 
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million high-quality, high-paying jobs, while implementing major technological innovations 
and efficiencies. 

Incentives for Exports 

CMA IS a strong supporter of the Foreign Sales Corporation CFSC'’) incentive and 
believes that it has been a positive force in expanded chemical industry exports over the past 
decade. Congress should strengthen the overall incentive that the tax system provides for 
exports. 

One important U.S. tax disadvantage arises from the fact the U.S. does not tax 
consumption, but relies primarily on income taxes for the bulk of its tax collections. Many of 
our world trading partners, however, rely upon a specific consumption tax- the invoice-credit 
method value added tax (“VAT")-- to pay a substantial portion of their total costs of 
government 

As initially adopted by the 1947 General Agreement on Tariffs and Trade C'GATT") and 
subsequently incorporated in the 1994 WTO Agreements, a nation may make valid border 
adjustments of VAT taxes by imposing the VAT on imports and by rebating the tax on exports. 
However, a nation may not legally make border adjustments for income taxes. With border 
adjustments the VAT is trade-neutral and does not impair the competitiveness of a nation's 
manufactured products in domestic or foreign markets. This key advantage of the VAT over 
income taxes merits strong consideration by this Committee. 

Energy and Environmental Costs 

We recognize the Committee is holding a separate hearing on the impact of an 
alternative tax system on energy-related issues. However, we must emphasize that energy and 
environmental costs are key factors in detennining the mtemational compehhvcness of the U.S. 
chemical industry. To the extent that an alternative tax system raises the costs of U.S. -based 
production relative to foreign-based production, U.S. manufactures will be less competitive in 
both domestic and world markets. Tlus is especially true for the energy costs of the chemical 
industry, which uses energy both as fuel and as raw material for its production processes, 

CMA is committed to a safe and clean environment. This requires very large capital 
expenditures for new equipment to meet environmental standards. Under the income tax 
system, the tax costs of these expenditures are substantial. For example, expenditures for 
pollution control equipment must be depreciated over the full applicable life for new 
investment, even though the expenditure relates to assets that have been in use for many years. 
There may be additional tax liability because of the alternative minimum tax and the allocation 
of interest to foreign source income. Any new tax system should avoid imposing added costs 
on these essential investments. 

Conclusion 


We again commend Chairman Archer and the Committee on Ways and Means for 
addressing in this hearing the impact on international competitiveness of replacing the Federal 
income tax with alternative tax systems. The impact on international competitiveness is the 
single most important issue for the U.S. chemical industry in assessing alternative tax systems. 

CMA has confined this statement to general principles and chosen not to address 
specific tax proposals now before the Congress. Although several of these proposals are 
obviously the product of much serious, thoughtful study and hard work, they still do not 
contain all the specific detail required for large corporations to assess their specific impact. 

This is especially true with respect to the tax treatment of intemahonal operations of U.S. 
corporations. 

Because of the very high stakes for our nation's economy, we believe the Committee 
should consider modifying its usual procedure in this instance. After these hearings and 
consultation with the Committee, the Chairman could direct the Committee staff to develop a 
detailed draft “mark" bill and then provide an extended period for public comment. This 
would enable major taxpayers to assess the actual impact of the draft proposal on their 
operations. In our view, the additional time for public review would in the end produce a 
better bill and enhance its prospects for enactment. 
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Comments on the 

Impact of the Proposed Replacement Tax Systems on the 
International Competitiveness of American Workers and Businesses 

Submitted by 

The Tax Reform Study Group 
within the Council on Tax & Fiscal Policy 
An Initiative of Joint Venture: Silicon Valley Network 

These comments are submitted pursuant to the House Ways & Means announcement of June 26, 
1996. They are submitted for inclusion in the printed record of the hearing held on July 18, 1996 
on the impact of the proposed replacement tax systems on the international competitiveness of 
American workers and businesses. The Tax Reform Study Group previously submitted comments 
for the written record of the May 1996 hearing on the impact of tax reform on state and local 
governments.^ The Tax Reform Study Group is also working on a more comprehensive comment 
letter to submit to the tax writing committees at a later date. 


Background on the Tax Reform Study Group 

The Tax Reform Study Group was formed in October 1995 and consists of individuals from 
business, state and loc^ government, and academia who are interested in studying the proposals 
for reform of the federal and state tax systems and tax reform in general and the impact to Silicon 
Valley. The Group provides objective forums for people in Silicon Valley to learn about tax reform 
and how it affects them and their employers. The Group maintains a Web page where interested 
people can obtain objective informadon on tax reform: 

http://www.svi.org/jointventure/tax/iax_fed.htm] 

Joint Venture; Silicon Valley Network is a dynamic model of regional rejuvenation with a vision to 
build a community collaborating to compew globally. Joint Venture brings people together from 
business, government, education, and the community to act on regional issues affecting economic 
vitality and quality of life. One of its initiatives is the Council on Tax & Fiscal Policy. 

Drafting: The views expressed in the comment letter represent the collective views of the Tax 
Reform Study Group within the Council on Tax & Fiscal Policy of Joint Venture: Silicon Valley 
Network, and not necessarily the views of any individual members of the Study Group, the 
Council Of of Joint Venture. The primary drafispcrson of these comments was Annette Ncllen, 
Professor, San Jose State University; substantive contributions and review were provided by 
William C. Barrett, Director Tax, Export Sc Customs. Applied Materials, Inc.; Dan Kosienbauder, 
General Tax Counsel, Hewlett-Packard Company; Lai^ R. Langdon. Vice President • Tax, 
Licensing Sc Customs, Hewlett-Packard Company; David W. Mitchell, Hoge, Fenton, Jones & 
Appel, Inc.; Jerry Nightingale, Financial Advisor, Royal Alliance: Donald J. Scott, Director: Tax 
Compliance, Oracle Corporation; Dean Smith. Ireland. San Filippo & Company: John Webb, Vice 
President - Taxes, National Semiconductor Corporation. 


Global Facts Must Be Considered In Reforming the Federal Income Tax System 

In reforming the federal income tax code, it must be kept in mind that it was created and, despite 
regular modifications, works best for an era that no longer exists. The Internal Revenue Code 
(IRC) is based on the industrial age where tangible goods - easy to track and measure - were the 
key commodities. We are now living in the information age which requires a different perspective 
and set of rules than the industrial age. 

Today, businesses and workers must deal with a global economy. While we still hear the term 
"international business", such a term is outdated because all business today is involved in or 
influenced by the global economy in some fashion. A new business formed in the U.S. may 
engage in international transactions in its early years, rather than later when they get "big enough." 
Per the OECD, the "period between stan-up and imemationalizaiion is becoming shorter - often 
three or four years compared to five to ten years a decade ago." The OECD also reports that about 
1% of small and medium sized manufacturing businesses (about 40.000 firms) arc "truly global." 
Such firms pnxluce about 26% of OECD exports and about 35% of Asian exports. ^ 


^ These comments can also be found at http://www.svi.org/jointvcm\^ux/iax_fed.html, or 96 STN U2-36 (July 
23. 1996), or Stale Tax Notes, Vol. 1 1, No. 4. July 22, 1996, pg. 253. 

2 "Helping Small Firms Adapt to the Globalised Economy," OECD Letter, Vol. 5/4, May 1996; 
http://www.oecdwash.orK, 
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The current globaJ environment that must be the model in the minds of tax code reformers is 
shaped by many realities, including the following: 

• Increasing Importance of Foreign Markets. The level of both U.S. exports and imports 
continues to grow.3 In 1980, cxpons represented 8.5% of the U.S. economy and 12% in 
1994.^ DRl/McGraw-Hill has predicted that the current growth in exports will lead to $1 
trillion by 1998.^ Foreign markets arc growing and many U.S. companies are ready to 
provide goods and services to them. The Computer Systems Policy Project (CSPP) predicts 
that by the year 2000, about 70% of the demand for information technology will come from 
foreign markets.^ The importance of the global economy to the computer industry was 
summarized by the CSPP as follows. 

The ability to sell products and access technology worldwide is essential to the 
continued competitiveness of the U.S. computer industry and its success around 
the world. The industry must grow globally or die! 

Continued success of the U.S. computer industry around the world depends on its 
ability to bring competitive products to market quickly. To do that, it's essential 
that companies be able to source technology globally - wherever it can be found - 
to maintain the industry's competitiveness and productivity. No country can have a 
monopoly on technology - its flow across international boundaries is a business 
reality.’ 

• Global Competition For Technology Jobs and Tax Dollars. Many foreign countries actively 
compete for U.S. businesses to locate operations in their countries, particularly those 
bringing technology based jobs. Incentives include tax holidays, low tax rates, direct funding 
from the government, and duty rate reductions. This reality must be considered in efforts to 
improve the international competitiveness of U.S. companies and workers. The OECD has 
undertaken effons to deal with international business and tax competition to prevent 
competition that may be harmful to governments and businesses. A June 1996 economic 
communique of the G7 leaders noted that business and tax compeation can distort trade and 
investment and "lead to the erosion of national tax bases. 

• The Services Sector Is Growing While the Manufacturing Sector Is Declining. The 
Department of Commerce reports that by the 21st century, telecommunications and 
information-based industries will represent about 20 percent of the U.S. economy.^ In 1995, 
the "Fortune 500" was changed to include both industrial and service firms. The reasons for 
this change include the fact chat a "new economy" has emerged with the line between 
manufacturing and service activities more blurred; "the digit^ revolution has made the 
distinction between manufacturing and services increasingly theoretical."^^ The services 
sector of the economy showed job growth from 1989 to 1991 (almost 3 million jobs added), 
while the manufacturing and construction sectors showed job decline (about 1.3 million 
jobs).U In 1950, services represented about 31% ofGNP, while tangible goods represented 
about 55% of GNP. In 1990, these percentages had changed to 52% and 40%, 
respectively.^^ 

The growth in the services sector is not a U.S. phenomenon. In France, job growth in 
financing, insurance, real estate and business services grew at double the rate of overall 


^ Dcpanmeni of Commerce. U.S. Foreign Trade Update. hitp://www.iia.doc.gov/industry/oiea/usfiu/usfiu.hiJTil. 

4 See Aley, "New Lift For the U.S. Expon Boom." Fortune. Nov. 13. t995. pg. 73. 

5/d. 

^ CSPP. "Public Policy and the U.S. Computer Industry • Freedom To Grow - Leadership Into The 21si Century," 
January 1995, hllp://www .cspp.org/reports/. The E>epanjneni of Commerce reports that for advanced lechnology 
products (ATP) a trade surplus exists of S7 billion for January to April 1996. ATP represents about 5(X) products 
where the lechnology is from a 'recognized high technology field (e.g.. biotechnology)", and which represent 
leading edge technology in that Held. See hup://www.census.gov/rip/pub/rofeign'Uade/Press-Release/. 

’ CSPP, supra. 

^ As reported in Massey. "G7 Leaders Spur OECD's IntemacionaJ Tax Reform Efforts, 96 TNT 132-2. July 8, 1996. 

^ Undated memorandum from the National Telecommunications and Information AdminisUaiion (NTIA) within the 
U.S. Department of Commerce (possible date is July 1993). 

Stewart, "A New 5(X) For The New Economy," Fortune. May 15. 1995, pgs. 166, 174. 

1 1 U.S. Bureau of the Census, "Net Job Growth/Decline in the United States by Industry Division, 
hup'y/www.census.gov/fq)/pub/epcd/sseI_iabs/images/jobchan.gir. From 1980 to 1992, the number of jobs in the 
manufacturing indusUy declined by 14.2% (about 3 million jobs), while jobs in services industries grew 78.4% 
(about 13.5 million jobs). U.S. Bureau of the Census, Statistical Abstract of the United States 1995. 1 15ih Ed.. 
Table No. 858. 

Snell, cd.. Financing State Government in The 1990s. National Conference of State Legislatures (NCSL), 

December 1993, pg. 21. 
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employment. At the same time, manufacturing jobs fell from 36% to 29% and agricultural 
jobs fell by about half. Similar patterns have occurred in the OECD countries. ^ ^ 

Intangible Assets ■ Information, Intellectual Property and Human Capital, Are Key Assets. 
With the decline in the manufacturing sector and the increase in the services sector, tangible 
assets have somewhat declined in importance relative to intangible assets and knowledge. 
However, financial and economic reporting is still driven by tangible capital. U.S. 
Department of Commerce data reports capital expenditures by industry, but not investment in 
workers and intangible assets. Certainly, tangible assets are much easier to measure than 
intangible assets, but without a focus on intangible investment in intellectual property and 
human capital, economic perspectives will be distorted. A tax reform focus on a system to 
increase capital investment (in tangible/measurable items), is not by itself appropriate. 
Instead, consideration must also be given to what tax and fiscal policies are appropriate to a 
business environment where developing human capital and protecting intellectual property is 
key to survival and improved growth.^^ 

Intangible assets are often difficult to fit into the taxing schemes of the current tax laws. 
Again, this difficulty stems from the fact that our tax rules are structured to address the 
industrial age, not the information age. For example, the tax law does not provide a simple 
answer as to whether a software developer who only transfers its software over the Internet 
has to deal with inventory rules, or whether software duplication and packaging is considered 
manufacturing. Also, the current tax law cannot clearly label a software transacnon as being a 
sale of goods, a rental, or royalties. This failure leads to difficulties applying domestic and 
foreign tax rules and leads to much cost and confusion, 


What is Meant by "International Competitiveness?" 

The term iniemaiional compedtiveness has different meanings to different people. To some, it may 
mean a focus only on exports (trade competitiveness), and not on investment outside the U.S. 
(multinational competitiveness). To some, it may mean solely looking at how tax rules may 
encourage or discourage certain activities. However, in debating how international competitiveness 
is impacted by major federal tax reform, a broad perspective should be taken. This perspective 
should also consider how domestic policies, with respect to savings incentives and fiscal problems 
(such as the U.S. debt and budget deficits) impact global investment and competitiveness. It 
should also consider the costs that businesses face in terms of a complex tax system and uncertain 
tax rules and how they can hinder a firm's ability to effectively compete in the global economy. 
(The debate should also consider the factors described in the next section of this letter.) 

A 1991 Joint Committee on Taxation report includes a detailed discussion on the competitiveness 
of the U.S. economy. The report looks at this concept in terms of trade competitiveness, standard- 
of-Uving competitiveness and multinadonal competitiveness. It also discusses different measures of 
competitiveness and various policies, such as government regulations, technology and investment, 
that can impact compedtiveness.*’ 


Many Factors Impact International Competitiveness and Trade 

While a nation's tax rules and tax infrastructure impact a company’s cost of doing business and 
many of its decisions, many other factors are also important. These factors, many of which arc 
briefly explained below, must be considered along with the tax rules in any reform designed to 
improve the international competitiveness position of U.S. companies and workers. For example, 
a tax rule designed to encourage exports will not help a technology company facing oui-daied 
export controls. Similarly, the rapid technological pace at which products advance requires a legal 
infrastructure that can deal with this pace so that companies are not left behind in marketing their 


'^Miller and Wurzburg, '■Investing in Human Capital." The 0£CZ> Observer. No. 193, Apiil/May 1995, pg. 16. 
For example. Iniemaiional Trade Administrative Data; http:/Aivww.ita.doc.gov/industry/oiea/iisio/. 

For more information on this topic, see "Investing in Human C^tital." supra. 

For example, see Erickson, "Royalty Income From Software: Is it Rental or Sales Income?," High Tech Industry, 
July-August 1996. pg. 46. Also see letters submitted to the Treasury Deparuneni over the past five years by 
Baker & McKenzie on behalf of the Software Coalition: Tax Notes Today. 95 TNT 185-61 (Sep. 21, 1995), Tax 
Noies Today. 92 TNT 199-75 (Oct. 1. 1992) and October 24. 1991. Tax Notes Today. 91 TNT 237-51 (Nov. 20. 
1991). For an alternative perspective on revenue characterization of software uansfers, see Covington & Burling 
letter of December 1 1 , 1992 to the IRS on behalf of IBM; Tax Notes Today, 92 TNT 256-20 (Dec. 24. 1992). 
Also see September 4. 1992 letter from Compuware Corporation to the IRS supporting the IBM's comments; 
Tax Notes Today, 92 TNT 189-38 (Sep. 17. 19^). Also see the Covingion & Burling letter to the IRS dated June 
12. 1992, Tax Notes Today. 92 TNT 165-38 (Aug. 13, 1992). 

*’ Joint Committee on Taxation, Factors Affecting the International Competitiveness of the United States, (JCS-6- 
91), May 30, 1991, pgs. 3 to 14 [herein after. JCS-6-91J 
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products worldwide because competitors are not subject to out-dated trade restrictions and other 
legal obstacles. 

Briefly described below are some of the factors that must be considered in the entire debate on 
improving the international competitiveness position of American workers and businesses. The tax 
reform process should consider these factors in order to develop a cohesive set of policies that 
don't conflict with each other and thus defeat the overall goals of improving international 
competitiveness. 

• Education and worker training. With the increased importance of intellectual and human capital 
of many businesses, relative to the importance of machinery, workers must be adequately 
prepaid. The CSPP reported that in 1993, 74% of computer companies' revenues were 
derived from products that were not even in existence two years earlier.'* Clearly, workers in 
such environments must be prepared for life-long learning and adaptability and have a solid 
technological foundadon from which to grow. Development of these skills should begin in 
primary and secondary educadon; not just in college or trade schools. 

• Cross-border worker mobility. We are accuston^ to workers moving from state to state to 
And better jobs or to move when their employer expands. Such moves are relatively simple - 
visas and other paperwork are not required. In a global economy, attention should be given to 
making worker moves from one country to another a simpler proposition as well. The U.S. 
should work with other countries to stream-line worker transfers because such mobility is pan 
of doing business in the global economy. 

• Intellectual property protections. Clearly, protection of intellectual property of U.S. companies 
is an imponant pan of being able to compete effectively in the global economy. While this is 
true for all types of companies with patents, copyrights, trade secrets and trademarks, it is 
panicularly imponant in the software industry. Without international respect for intellectual 
property rights, a software company's ability to compete is gready diminished. Software piracy 
must be controlled in order for U.S. software companies to be able to compete globally. 
Because software is one of the fastest growing industries,*^ attention needs to be given to this 
difficult problem. 

• Savings and investment. The U.S., its businesses and its workers could be slowed down due 
to impediments to savings and investment, such as: 

• a high national dissavings in the form of our $5 trillion national deb! and continual annual 
budget deficits; 

« double taxation of corporate earnings; 

• tax depreciation rates that are slower than those of other countries and the actual 
obsolescence rates of some high technolo^ equipment; 

• high tax rates on capital investment, and lacking or distorted savings incentives (current 
savings incentives tend lo favor home ownership relative to other types of invesunenis); 

• reduced R&D incentives^® and government investment in private R&D relative to other 
countries; and 

• anti-deferral tax provisions, such as IRC §956A and the PFIC rule's overlap with 
controlled foreign corporation rules, which encourage U.S. multinational firms to invest 
offshore. 

• Export controls. While much debate^* has occurred on export controls, solutions arc often 
slow in coming. While these are difficult issues, often involving issues of national defense and 
security, they must be resolved in the same rapidly changing environment in which exporting 
businesses are trying to compete. The CSPP places the estimated cost of current export 


*8 CSPP, "Public Policy and the U.S. Computer Industry - Freedom ToGrow - Leadership Into The 21si Century," 
January 1995, hup;//www, cspp.org/rcports/. 

The Business Software Alliance (BSA) describes the computer software industry as one of the fastest growing 
industries and one that conUibuied over $36 billion to the U.S. economy in 1992. BSA, "The Computer Software 
Industry." January 1994. 

For example, the U.S. does not have a permanent research tax credit which hinders U.S. invesunent m R&D. 
Various studies have shown chat an incentive and subsidy is warranted. Congress and the Admimsuation favor a 
credit, yet, it is allowed to continually expire. See Cox. "Research and Experimentation Tax Credits: Who Got 
How Much? Evaluating Possible Changes," Congressional Research Service, June 4, 1996, for references to 
studies justifying some level of public support for privaie R&D. 

2* For background on the encryption technology debate, sec S. 1726, the Commerce Promotion Act of 1996 and S. 
1587, the Encrypted Communications Privacy Act of \996'. 104th Cong., 2d Scss. Also see "U.S. Offers ’Relier 
From Curbs on Exports of Encryption Products." Inttrnaiional Trade Reporter, BNA, Vol. 13, No. 24, pg. 973, 
June 12, 1996. 

Comments on the Impact of 

Federal Tax Reform on Submitted by the Council on Tax A 

International Competitiveness of Fiscal Policy of Joint Venture. 

Amaican Workers and Businesses Silicon Valley Network 



174 


controls on cryptography at $60 billion and 200,000 potential jobs through the year 2000.^ 
U.S. multinacional firms should not have to the consequences of politicized trade issues. 

Antitrust policies. Current antitrust policies should be reviewed and consideration given to what 
constitutes effective policies for U.S. companies competing in a global environment. While a 
company’s actions are typically viewed in the context of how they affect U.S. competition, 
such actions should also be viewed as to how antitrust policy may impede the U.S. company 
from competing internationally. Again, difficult issues are involved, but they must be 
considered in the context of the topic of international competitiveness of American workers and 
businesses. 

A global information infrastructure (GII). Issues that have arisen in the U.S. regarding the 
national information inftastructure (Nil), such as protection of intellectual property, content 
control and security, will also exist on the GII. The U.S. government should work with U.S. 
businesses and other governments to help ensure that the potential of the GII (including its 
business potential) is not hindered.^ 

A global legal infrastructure. U.S. businesses have been burdened by a complex domestic 
infrastructure involving differing regulations and rules among the 50 states and often within 
each state as well. As the global economy grows and the above issues are addressed, 
consideration should be given to standardization of some processes such as registration of 
intellectual property, business registration, payment procedures, setdement of tax disputes, and 
export and import procedures. 


Recognize How Other Countries Tax and Spend 

The U.S. is only one of two OECD countries that docs not employ a federal VAT. Thus, our tax 
system is "out*of-sync" with most countries. Current proposals for major reform call for 
replacement of the federal income tax with a consumption tax. Such a step would also keep the 
U.S. tax system out-of-sync with other OECD countries because they employ an income tax 
along with consumption taxes.^ Before taking a drastic step to completely eliminate the U.S. 
income tax system, careful analysis should be made as to, 1) why other countries have both 
income and consumption tax systems, 2) how government spending in other countries differs 
from the U.S. (for example, many European countries have higher social spending on 
unemployment benefits, education and healthcare) and how that impacts their taxing decisions, 
3) the ability to use the income tax system to reduce the regressivity of a consumption tax, and 4) 
the impact to state and local governments of replacing the federal income tax with a consumpdon 
tax. 25 In addition, tax differences between the U.S. income tax system and those of other 
countries, such as territorial versus worldwide tax systems, sourcing rules and foreign tax credit 
rules, should be considered in terms of how such differences may impede the competitiveness 
position of U.S. firms. 


Importance of Identifying Policy Goals For the New Tax Rules 

Arguably, some of the complexity of today’s tax laws stems from the failure to ask the following 
quesuon prior to making changes to the IRC: "Docs the change support the underlying revenue 
and competitiveness policies of the U.S. tax laws?" 

For example, international tax rules do not necessarily have similar policy objectives underlying 
them. This can lead to distorted incentives, such as where one rule encourages domestic 
investment, while other rules favor foreign investment (for example, current IRC §956A which 
actually encourages foreign investment in offshore plants versus the research tax credit which 


22 "Fffeign Encryption Producis Threaten U.S. Market, Industry Warns Lawma'rers," International Trade Reporter, 
BNA, Vol. 13, No. 25. pg. 1019, June 19. 1996. 

23 Sec OECD. "Common Vision Needed for Global Informatitm Society," OECD Letter, Vol. 5/6, July 1996, and 
"Global Information Infrastructure and Global Information Society (Gli-GlS)," OCDE/GD(96)93. for information 
on OECD activities in this area. See CSPP, "Perspectives <hi the Global Information Infrastructure," February 
1995. for suggestions from several computer companies on the role of industry and government in effective 
development of the GII. Also see Nation^ Telecommunic^ons and Information Administration (NTIA), "The 
Global Information Infrastructure: Agenda for CoqxcaUon.’ 60 FR 10359, February 24, 1995. 

2^ OECD figures show that for 1992, OECD countries as a group relied on the following sources for tax receipts: 
personal income taxes 29.7%, corporate income taxes 6.8%. social security 25.0%. property taxes 5.5%, general 
consumption taxes. 17.1% and specific goods taxes 11.5%. Joint Committee on Taxation, Selected Materials 
Relating to the Federal Tax System Under Present Law and Various Alternative Tax Systems, (JCS-1-96), March 
14. 1996. pg. 84. 

25 See previous submission by the Joint Venture Tax Reform Study Group on the impact of tax reform on stale and 
local government: hitp://www .svi.org/jointventure/tax/tax_fed.hunl, or 96 STN 142-36 (July 23. 1996), or State 
Tax Notes. Vol. 11. No. 4. July 22. 19 96. pg. 253. 
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encourages domestic investment in R&D activities). Similarly, U.S. tax rules have nor 
necessarily focused on the tax rules businesses face in foreign countries and how the U.S. tax 
rules on sourcing of expenditures, foreign tax credits, transfer pricing and labeling of 
transactions (such as sale of goods versus royalties) can lead to double taxation, costly 
controversies and non-neutrality of the tax rules (because tax implications can influence a 
business's investment decisions). 

In reforming the tax system, time must be given to dl^ussing what the appropriate policies 
should be to support the tax rules with respect to international business transactions. For 
example, should the rules encourage exports? be neutral as to where production occurs? follow a 
standi established by an international group, such as the OECD? or something clsc?^^ Without 
first having this discussion, any replacement tax rules will lead to the same complexities and 
distortions that currently exist in the federal income tax rules. Similarly, any efforts made to 
reform our current income tax rules in the international tax area (prior to major federal tax reform) 
should follow these same principles of first identifying, 1) what is the policy goal of the 
international tax rules, 2) whether the particular proposal will be within that policy goal, and 3) 
whether the proposal is the simplest and most effective method of reaching that goal.^^ 

Finally, more efficient tax policies could stem from a better dialogue between government and 
industry. Government needs to listen to the experiences that companies are having in dealing 
with tax issues in their worldwide aedvides. Many of these issues can only be solved by actions 
on the part of Congress and the Administration to clarify or correct the U.S. tax laws, or in 
dealing with issues businesses face in applying both U.S. and some other country's rax laws to 
the same transaction. 

Businesses have brought various tax rules that are not in the best interests of the U.S. economy, 
to the anention of Congress and the Adminisiradon. Two recent examples are, 1) the failure to 
clarify the IRC or regulations to enable software companies to obtain foreign sales corporation 
(FSC) benefits similar to that obtained by other industries, and 2) the failure to hear U.S. 
companies' appeal that the passive asset rule of IRC §956A and the PFIC rule's overlap with 
controlled foreign corporation rules actually encourage, rather than discourage, offshore plant 
investment. Given the rapid technological changes complies deal with today and the various 
complexities of doing business globally, a more efficient system must be developed for 
government and business to work together to maintain a set of tax rules that best serves the 
interests of the U.S. fisc and does not adversely impact U.S. companies and their workers. 
Multi-year delays in fixing problem areas in the tax law is not acceptable in the rapid 
technological and business development pace of today’s global economy. Reform effons should 
include creation of a system for quick resoludon of cosily tax issues and uncertainties as to how 
the law applies. 


Problem Areas With Current Proposals and Tax Reform In General 

• Determine whether GATT-compatibility is important. Consensus docs not exist as to how 
important it is for a tax to be GATT-compatible. Some commentators view it as unimponant 
under the theory that a border adjustable tax is not an effective tool in reducing the trade deficit. 
In a 1992 repon, the Congressional Budget Office stated that border adjustments do not 
improve the balance of trade because of resulting changes in exchange rates. However, 
others, including Congressman Archer, view GATT-compatibility as an important goal for tax 
reform. 29 The importance of GATT-compaiibility, must be further analyzed and openly 


26 For a marc detailed discussion of tax policies underlying certain fwrign tax provisions of the IRC, see JCS-6-91, 
supra, pgs. 232 (o 264. 

2”^ For example, these steps should be taken with respect to recent legislative proposals: S. 1597, ICWih Cong., 2d 
Scss. (Dorgan) and S. 1928, 104th Cong.. 2d Scss. (Levin). For an aliemaiive perspective on this type of 
legislation, see Merrill and Dunahoo, "'Runaway Plant' Legislation: Rhetoric and Reality," 96 TNT 131-18 (July 
5. 1996). 

28 CBO, Effects of Adopting a Value-Added Tax. February 1992. pg. 63. Also see Esenwein, Congressional 
Research Service, "Consumption Taxes and the Trade Balance: The Role of Border Tax Adjustments," 95-893E, 
Aug. 14. 1995. This report notes that the balance of trade is affected by international capital flows, not by the 
flow of traded goods and services and border tax adjusuncnls. "(Alny changes in the product prices of uaded goods 
and services brought about by border tax adjustments would be immediately offset by exchange rate adjustments. 
... That is not to say that changes in the tax structure could ikh influence trade patterns. Tax policy can and does 
affect the composition of trade. In addition, changes in tax policy which might affect the underlying 
macroeconomic variables that govern capital flows (for instance, by increasing either public or private savings 
which in turn would lower interest rates) could aneci the balance of trade. But, by themselves, border tax 
adjustments will not change a nation's balance of trade." 

29 Congressman Archer, "Goals of Fundamental Tax Reform." in Frontiers of Tax R^orm, The Hoover InsUtutc, 
1996, pg. 5. Also, per Ctvtgressman Gibbons, a "border-adjustable tax system would promote the competitiveness 
of American companies and invigorate American exports." Gibbons, "A Revenue System for America's Future," 
outline to his subtraction method VAT proposal. March 27, 1996. pg. 3. 
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debated prior to instituting a tax that is not GATT-compatible, such as the Armey flat tax, or 
making an effort to ensure that a new tax is GATT-comparible if it makes no difference. This 
debate should consider, 1) the effect of GATT-compatibilily under various trade balance 
scenarios, 2) the effect in the long-term versus the short-term, 3) the impact of transitioning to 
a GATT-compatible lax, 4) possible differences of impacts among industries, and 5) trading 
partner acceptance of the taxing system as GATT-compatiblc. 

Determine whether a subtraction VAT is GATT -compatible. If it is determined that GATT- 
compatibility is important, careful attention must be paid to the new tax to be enacted to be sure 
that it is truly GATT-compatible. Most of the world using a VAT uses the credit invoice VAT 
which is more obviously an indirect lax, relative to the subtraction VAT. As noted by former 
Treasury Assistant Secretary, Les Samuels. "Whether a subtraction method VAT would 
survive a GATT challenge is an untested issue.”^® Also, per a 1991 Joint Committee on 
Taxation report: "there is considerable uncertainty as to whether a subtraction-method VAT 
would be legal under GATT. The distinction may be made that a subtraction-method VAT, 
unlike a credit-invoice VAT, is not imposed on particular transactions but directly on a 
business, where the tax base is equal to the business’s value added. In this technical respect, a 
subtraction-method VAT may more closely resemble a corporate income lax than a sales lax."^’ 
On the other hand, others believe that a subtraction VAT is likely to be GATT compaiible.^^ 

In the GATT-compatibilily debate, it is important to note that the current proposals call for a 
variation on a subtraction VAT. While a pure subtraction VAT might be shown to be GATT 
compatible, the USA subtraction VAT is not a pure subtraction VAT because of its NOL 
carryforward and FICA credit provisions. These provisions may indicate that it is not an 
indirect tax. However, if this is true, these are fixable aspects of the proposal; the key will be to 
fix such problems prior to enactment, rather than upon a later GATT challenge. 

Expand the VAT debate to include the credit invoice VAT. Almost all countries that use a VAT 
use the credit invoice method VAT. However, current major tax reform proposals in the U.S. 
all call for some form of the subtraction method VAT. Reasons for favoring a subtraction 
method VAT over the credit invoice VAT include: 

• The subtraction method VAT is viewed as not tolerating any special rates or exemptions, 
thus it will not suffer from the same problems that the income tax has (such as having over 
100 special preferences). 

• In terras of computation, the subtraction method VAT looks more like the income tax and 
thus, will be better accepted in the U.S. 

Both of the above reasons for favoring a subtraction method VAT have serious underlying 
problems. First, it is not politically reasonable to assume that preferences and special rates 
cannot be added to a subtraction VAT - someone will surely figure out a way! In fact, it has 
already been shown that a subtraction method VAT can tolerate exemptions as evidenced by the 
Danfonh-Boren business activities tax (BAT), a form of subtraction VAT introduced in 1985, 
which calls for an exemption for businesses with gross receipts under $1(X),000.^^ 

The fact that a subtraction VAT has similarities to our current income tax is both a plus and a 
minus. The plus is that it will rely on records businesses already have in place for state income 
tax and financial reponing purposes. The minus is the fact that it leads to confusion as to what 
is actually being taxed; it also leads to potential GATT-compatibiliiy problems. For example, 
one of the coimnon complaints voiced about a subtraction method VAT proposal, such as the 
USA tax, is that it is an unfair tax on labor because no deduction is allowed for labor. Such a 
comment likely comes about because when the tax looks so much like our income tax, we 
expect it to include "typical deductions." such as those for labor However, a consumption- 
type VAT taxes "value-added" to goods and services acquired from another business as the 
goods and services move through the production and distribution chain. The key element of 
that "value-added" is the labor that a business applies to the goods and services as they move 
through the production and distribution chain (thus, there is no "deduction" for wages because 
it is supposed to be taxed under a value-added taxing scheme). 


From June 7, 1995 record lesiimony (pg. 28) before the House Commiuee on Ways and Means by chen Assistant 
Treasury Secretary (Tax Policy), Les Samuels. 

31 JCS-6-91. supra, pg. 304. 

32 For example, see Hufbauer and Gabyzon, Fu/tdamemal Tax Reform and Border Tax Adjustmenis, Institute For 
IntemationaJ Economics, 1996, pgs. 67 lo 70. Hutbauer posits that the subtraction VAT can be attributed to 
individual products unlike the corporate income tax which is dependent on the business cycle and other factors. 
Hufbauer also suggests that the associated legislation should be drafted lo indicate that the liability for the tax 
attaches when the goods or services are sold. The Hufbauer text contains an excellent and very complete 
discussion of border adjusunents. Also, the sponsors of the USA proposal appear to have taken the position that it 
is a GATT-compatible tax. 

33 S. 2160. 103ilCong. 2d Sess. 
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Under the credit invoice form of a consumption type VAT, it is more clear what (and who) is 
being taxed and the complaint that it is an unfair tax on labor is not typically raised. Yet, where 
there are no exemptions or special rates, both forms of VAT raise the same amount of revenue. 

A subtraction VAT may lead to GATT-compaiibility problems because it is proposed to look so 
much like a non-GATT compatible income tax (direct tax). For example, under the USA 
proposal, if a business has purchases greater than revenues, a net operating loss (NOL) is 
generated which can be carried forward f<x 15 years^ (very much like our income tax system). 
Under a VAT, a refund would be more appropriate when a business's purchases from other 
businesses exceed its sales for the year. Also, under the USA proposal, a business could 
transfer its NOL carryforward along with a transfer of its assets.^^ TTiesc two features make 
the USA business tax look more like something imposed on the business (a direct tax) rather 
than on the consumer (an indirect tax). Under a credit invoice VAT, these issues do not arise. 
A credit invoice VAT makes it clear that the ultimate consumer is paying the VAT and if 
purchases exceed sales for a business, the business receives a VAT refund. Also, the credit 
invoice VAT is known to be GATT-compaiiblc, while the forms of subtraction VAT proposed 
in the current debate have not been tested under GATT (see earlier discussion). 

For the reasons noted above, as well as the fact that a debate as significant as replacing the 
federal income tax requires an honest look at all possible options, all appropriate proposals 
should be on the table, including the credit invoice VAT.^^ TTiis will lead to a more effective 
debate, allow for consideration of how most of the rest of the world taxes and perhaps allow 
for a more honest perspective of what a consumption-type VAT is and how it does indeed 
differ from our current income tax. 

Renegotiation of tax treaties. Current tax treaties deal with income taxes, not consumption 
taxes. Thus, the treaties will need to be renegotiated if the income tax is replaced. The time 
frame needed for this task, as well whether other countries would be willing and interested in 
renegotiating treaties with the U.S., must be considered in the tax reform debate. 

Industry neutrality with respect to a destination-based tax. For a variety of reasons, certain 
financial factors differ among industries. For example, U.S. Department of Commerce figures 
for 1994 show the following for two different industries:^’ 



Motor vehicles and Car bodies 
(SIC 3711) 

Computers and 
Peripherals (SIC 3571, 
3572, 3575, 3577) 









l9l,(5tK)(esl.) 







Value of exports 



Value of imports 

$72,596 million 

$46,833 million 


This information indicates (hat these two industries vary in the amount of shipments that are 
exported and the amount of total workers who arc production versus non-production workers. 
In addition, the capital expenditures for the two industries are close in amount although total 
shipments in the motor vehicle industry are over twice those for the computer industry. 
Differing exports, capital expenditures and wage bases will exist among companies within each 
industry as well. These differences should be given some consideration in the design of a 
neutral tax system so that businesses are not unfairly and unjustifiably favored or penalized 
under the tax system. 

For example, the current design of the USA tax for businesses imposes a separate tax on the 
value of imports (but at the same tax rate as imposed on domestic operations). The USA tax 
allows businesses to reduce their tax liability by a credit equal to the FICA taxes paid. 
However, this credit may not be used to reduce the import tax. A capital intensive business, 
such as a chip manufacturer, may have zero tax liabiUiy under the business tax due to the 
expensing of capital equipment and the FICA credit Such a company may likely generate NOL 
and FICA credit carryovers as well. At the same time, the company will owe an import lax. 
Thus, the lax system for such a company becomes one of zero domestic tax (with NOL and 


S. 722. 104ih Cong.. Isl Sess.. §207(1)). 

35 s. 722, I04ih Cong., Isi Scss., §207(dK2). 

3^ Much analysis has been performed on the credit invoice VAT by two tax practitioner groups: AICPA, Design 
Issues in a Credit Method Value-AddedTaxfor the United States. May 1990, and ABA Section of Taxation, Value 
Added Tax - A Model Statute and Commentary, 1989. 

32 Bureau of the Census, International Trade Administration, hup://www.iia.doc.gov/indusiryA)iea.usio/9Ssl481.txt 
(95sl494.txt). 
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credit carryovers which may never be needed), with tax only paid in the form of an import tax. 
On the other hand, a company that does not rely on imports to the same degree and/or is not 
capital intensive, will be. able to claim benefit of its FICA credit because it does have domestic 
business tax base. Thus, two companies could have equal domestic wage bases yet be subject 
to quite different tax bills. A rem^y to allow for a more neutral tax would be to allow for the 
FICA credit to be used against any tax liability. 

•Destination-based versus origin-based tax system. A common preference touted for a 
destination based tax is that it will improve the b^ance of trade. However, many commentators 
state that this is not true (see GATT discussion ^K>ve). This issue is closely tied into GATT 
compatibility (discussed above) and should be delated with that similar issue. Included in that 
debate should be other factors, such as transfer pricing issues and rules, that may tend to 
justify one tax system over the other. For example, while transfer pricing issues would be 
reduced from a U.S. government perspeedve under a destination-based tax, transfer pricing 
remains an issue under an origin-bas^ tax system. However, under a destination-based tax 
system, LT.S. businesses may likely face heightened transfer pricing scrutiny from other 
countries because the pricing of U.S. exports receives no scrutiny under the U.S. tax laws, 
potentially making such values entering foreign countries more "suspect." State tax 
coordination with a federal consumption tax should also be included in this origin versus 
destination-based debate.^® 

• More attention needs to be given to intangibles in taxing schemes. Transfers of intangible 
assets, such as information and software, are more difficult to tax relative to the transfer of 
visible tangible assets. Also, while tangible assets can be seen by customs agents when the 
goods cross borders, the same is not true of information, software and telecommunications. 
With the increasing amount of revenues generated from transfers of intangibles, realistic tax 
schemes must be found. Such schemes should be coordinated with the rules of other countries 
to avoid double taxation, and unnecessary compliance burdens. For example, under the Armey 
flat tax, if the licensing of U.S. technology to a foreign entity is viewed as a taxable export and 
the foreign country also taxes the royalty income, the U.S. taxpayer will be subject to double 
taxation because the Armey flat tax does not allow for a foreign tax credit. As noted by the 
National Commission on Economic Growth and Tax Reform ("Kemp Commission"), attention 
must be paid to the "proper tax treatment of foreign source license fees, royalties, and other 
intangibles so as not to discourage research and development in the United States. 

The current reform proposals and the tax reform debate have ignored the tax treatment of 
intangible assets for the most pan. For example, the USA propos^ includes rules on sourcing 
goods and services for purposes of determining if income and expenses are considered non- 
taxable export income, or a taxable import. However, it does not discuss how to source royalty 
income and royalty payments related to intangible assets, or whether such payments are 
considered to be for services. 

The Armey flat tax does not include sourcing rules at all. Guidance would be needed, for 
example, on how to determine whether licensing of an intangible asset to a foreign licensee 
should be viewed as a taxable export, non-taxable investment income, or non-taxablc foreign 
income. Also, where development of an intangible occurs both inside and outside the U.S. 
and/or it is licensed both inside and outside the U.S., guidance will be needed as to how the 
costs and revenues from the intangible factor into the taxpayer's U.S. tax liability. 

Potential problems if the U.S. becomes a tax haven. In The Flat Tax, authors Hall and 
Rabuska note that with a 19% tax rate and expensing of investment, "foreign investment 
should pour into the United States."*® While this may sound great for the U.S. economy, 
consideration must be given to whether such an assumption is rc^istic (investment in the U.S. 
is not solely dependent on tax considerations). Should this assumption be a possibility 
however, the U.S. must then factor in what possible ''retaliatory" actions other countries may 
take to try to keep investment within their borders. Such competition for business and tax 
dollars might not be a beneficial outcome for both businesses and governments.*^ 


For a thorough discussion on the topic oT origin based versus destination based taxes and related international tax 
issues presented by major federal tax reform, sec Grubcit and Newlon, The Inlemaiional Implications of 
Consumption Tax Proposals," National Tax Journal. December 1995, pg. 619; Avi-Yonah, "Comment on 
Grubert and Newlon, The International Implications of Consumption Tax Proposals,''" National Tax Journal, 
June 1996, pg. 259; Grubert and Newlon, "Reply to Avi-Yonah." National Tax Journal, June 1996, pg. 267; Avi- 
Yonah. "The International Implications of Tax Reform." 95 TNT 223-63, (Nov. 13, 1995); and Horowiu, 
"Evaluaung Fundamental Tax Reform: The U.S. Multinational Perspective,” 96 TNT 27-61 (Feb. 7. 1996). 

Report of the National Commission on Economic Growth and Tax Reform, January 1996. pg. 18. 

Hall and Rabushka, The Flat Tax, Hoover Institution Press, 1995. pg. 121. 

For a perspectives on this, see Slemrod, "Some Implications for American Tax Policy of Global Competition." 
Tax Notes International, 3 TNI 1039. September 1991; and Holland and Owens, "Tax, Transition and Investment, 
The OECD Observer, No. 193, April/M ay 1995. pg. 29. 
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Conclusion 

With respect to consideration of the impact of major federal tax reform on international 
competitiveness, we encourage Congress to: 

• Recognize a changed business environment and the need for quick action to solve problems. 
Identify what the global economy of today and the tomorrow looks like and how it differs from 
the world that shaped our existing tax laws and policies. Businesses should not be held back 
by unclear rules and the slowness of the government bureaucracy to fix roadblocks that hinder 
a business's ability to effectively compete in the global economy. If the debate is focused on 
what currently exists in the IRC and why rules were written the way they were years ago, it 
will be a useless debate. 

• Think globally, not domestically. A key statistic cited in discussing international 
competitiveness is the level of U.S. exports and imports. This perspective by itself is outdated 
and limiting because it is easy for many high technology companies to operate almost anywhere 
in the world, yet still provide benefits to the U.S. economy. Perhaps the focus should be on 
worldwide operations and whether a U.S. business is facing any legal obstacles that are 
impeding its worldwide growth and how the U.S. can assist in reducing such obstacles. 

A focus on exports and imports (the trade imbalance) may also lead to "domestic tunnel vision" 
which similarly might lead to policies that impede the worldwide growth of a U.S. business. A 
decision by a U.S. fum to locate operations outside of the U.S. should first be viewed as a 
reasoned economic one which likely still provides some benefits to the U.S. economy. 
Today, application of "domestic tunnel vision" is likely to apply and lead to legislation to 
prevent or penalize such business decisions. Such actions should be considered in terms of 
whether they make sense in terms of the global economy in which businesses operate today. 

• Work with businesses to better identify the appropriate policies that should underlie 
international tax rules. For example, should exports be encouraged? Should investment in 
foreign business activities be discouraged? Should taxes be a neutral factor in these decisions? 
Consideration must also be given to how other countries tax inicmational transactions and how 
countries can work together in the global economy and collect tax revenues in an effective and 
cosi-cfficient manner. 

• More than just tax rules need to be considered. Approach the task of improving international 
competitiveness as the broad proposition that it is. That is, consider education and worker 
training of today's workers who must deal with rapid technological advancement and 
competition from skilled workers In other countries. Also consider how to protect intellectual 
property of U.S. businesses in the global economy, how U.S. savings and investment actions 
and policies impact the ability of U.S. businesses to compete globally, as well as the impact of 
expon controls, antitrust policies, and how the global infrastructure in which businesses must 
operate might be streamlined through coordinated effons of governments working together. 

• Work to preserve and further encourage this country’s entrepreneurship and technological 
expertise. Given the rapid changes in technology and the continuing growth potential for high 
technology products, U.S. policies should focus on ensuring that students are provided the 
skills to enable them to work in and further advance high technology industries. 

• Various tax impediments to competition exist. Consider the broad realm of tax impediments to 
competition, lliis includes, complexity and its related compliance costs and costs of actions not 
taken due to tax uncertainly, lack of government commitment to R&D incentives, depreciation 
rates that serve revenue needs rather than business realities, double taxation of corporate 
income, hindrances to capital formation such as nilcs that prefer debt over equity, and income 
tax differences between U.S. rules and those of its major trading partners. 

• Start now. Realize that the international aspects of tax reform are likely the most difficult ones 
and the above tasks should begin now. 


Rtr example, as noted in a 1991 Joint Committee Taxaiitxi outbound investment may free up U.S. 
debt capital and labor for new investme nt opportunities in the U.S. JCS-6-91, supra, pg. 235. 
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BEFORE THE 

HOUSE COMMITTEE ON WAYS AND MEANS 
JULY 18. 1996 


Introduction 


The National Association of Manufacnirers wishes to express its great appreciation to 
the Committee’s Chairman. Mr. Archer, for inviting us to present our views on the impact 
of fundamental tax reform to the international competitiveness of U.S. businesses and 
workers, including the effect of fundamental tax reform on imports and expons. NAM 
represents almost 14.000 member companies and subsidiaries. 

As you know, the International tax area of our current income tax system includes a 
myriad of complexities. NAM has consistently supponed various foreign tax simplification 
proposals that have been introduced in Congress over the last few years. A number of 
Congressmen and Senators, as well as officials of the Clinton Administration, have suggested 
that the current Internal Revenue Code ("Code") can be repaired, or at least improved to an 
acceptable level with some modifications (both major and minor). Others, like yourself Mr. 
Chairman, have argued that our current tax system must be pulled out by its roots and 
replaced with an entirely new system, such as one that taxes the consumption of goods and 
services. 

Upon initial reflection, it appears that the leading tax proposals would greatly simplify 
the international area for most taxpayers. These proposals move away from the current 
system that taxes "worldwide" income, to approaches that are ''territonal'' in nature, meaning 
they exempt most types of foreign income (passive investment income being a major 
exception). These proposals would also promote the competitiveness of U.S. multinationals 
versus foreign based competitors by their exemption of foreign source dividends and branch 
income. This would help ensure that foreign subsidiaries of U.S. companies do not pay 
more tax on their corporate income than their foreign competitors do in foreign markets. 
These proposals are also uniform in reducing the tax rates for corporations, which again 
should help U.S, companies compete against their foreign competitors. The USA and flat 
tax proposals would be beneficial to manufacmrers by providing for Immediate expensing of 
capital invesunents. 

However, it must be kept in mind that all of these proposals will require extensive 
effons in the area of transition mles and will have a tremendous impact on businesses. Some 
expens advocate more of a "cold nirkey" approach In which there will be a minimal 
transition period, while others advocate a more comprehensive and long-lasting approach. In 
any event, without special iransltlon rules, the replacement of the Income tax with a 
consumption tax would haphazardly subject many individuals and businesses to large tax 
penalties. In addition, without adequate transition relief, tax reform proposals could have a 
large and significant Impact on the financial statements of many firms. Finally, business 
taxes under any new system should be compatible with the border adjustable systems of our 
trading panners so that, for example. American exports are not double taxed by the U.S. and 
the destination country. 
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Whether or not any of the lax reform proposals eventually become law, NAM 
believes that the current tax system as it impacts the international area has much room for 
improvement. Therefore, to assist you in deciding whether to retain the current tax system 
with modifications or to implement fundamental tax reform, we have provided a sampling 
below of the many inequities that currently exist in our tax system regarding the mtemaiional 
area: 


Provide Look-Through Rules for So-called "10/50 Companies" 

Current law (resulting from changes provided by The 1986 Tax Reform Act ("TRA”)) 
requires U S. companies involved in foreign joint venmre corporations (as opposed to foreign 
partnerships) to calculate separate foreign tax credit (''FTC") limitations for income earned 
from each such joint venture corporation in which U S. owners own less than a majority 
interest (at least 10 percent but not more than 50 percent, i.e., so-called "10/50 
Companies"). Thus, a U.S. corporation owning many 10/50 Compames must create a very 
large number of separate baskets. Not only does this result in substantial complexity and 
higher costs, it also results in a very detrimental tax simaiion versus controlling (i.e.. more 
than 50 percent) owners of foreign joint ventures. That is because owners who receive 
dividends, interest, rents or royalties from controlled foreign corporations ("CFCs") can 
"look-through" such income to the namre or character of the payor corporation's underlying 
income, and include it in these general limitation basket categories instead of into separate 
limitation baskets. 

U.S. owners of foreign joint ventures often are unable (through no fault of their own) 
to acquire controlling interests, especially in cases where the foreign joint venture partner is 
a foreign government or the activity involved is a government regulated industry. It is 
patently unfair to penalize such non-controlling joint venture owners. Instead, current law 
should be changed to equalize the treatment for both types of joint venmre owners, by 
allowing look-through treatment for income (dividends, interest, rents, and royalties) earned 
from all foreign joint venmres owned at least 10 percent by U.S. owners. 

On a related matter, current Treasury Regulations (§ 1.904-5{h)(l)) require that 
payments of interest, rents, and royalties from partnerships to partners not acting in that 
capacity must also treated as separate basket passive income unless U.S. panners own more 
than 50 percent of the partnership. Again, this result is not good tax policy. However, by 
extending look-through treatment to 10/50 companies as proposed above, this problem 
involving partnerships will be corrected. 


Repeal Section 956A 

Code Section 956A, implemented with the 1993 Tax Act, was intended to eliminate 
so-called "deferral" of U.S. income tax for U.S. shareholders of CFCs to the extent that the 
CFC’s earnings are invested in excess passive assets rather than in active business assets. 
However, this section has instead had the effect of adding an additional layer of complexity 
to the already existing anti-deferral regime of the Code, while providing taxpayers an 
incentive to engage in costly, non-economical transactions in order to avoid its application. 
Contrary to earlier estimates, this provision has not created a positive impact on cash flows 
from foreign companies to U.S. parents, or resulted in more U.S. manufacmring jobs. 
Rather, it has created incentives for investing in assets outside the United States and should 
be repealed immediately. 


Exclude CFCs from the PFIC Rules 


The Subpart F rules of the Code currently provide exceptions to the general rule of 
so-called deferral for tax haven and foreign personal holding company ("FPHC") type 
income (i.e., passive income) from CFCs. The 1986 TRA added cenain provisions called 
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the Passive Foreign Investment Company (‘'PFIC") rules that effectively tax all income 
currently from foreign subsidiaries that have more than a designated amount of passive 
income or assets, even though the balance of the income is from active manufacturing 
operations. In other words, all income can be effectively tainted even though only a portion 
of it is from passive type activities that would have been currently taxed under Subpan F 
rules. Although the PFIC rules were intended to eliminate certain identified abuses relating 
to U.S. investors in overseas mutual funds, they were inadvenenily drafted in a manner to 
also cover CFCs (even though CFCs were already sufficiently regulated by the Subpan F 
rules;. To correct this error, the PFIC provisions should be amended so that companies 
subject CO Subpan F (i.e.. CFCs) are exempt from their application. 


Amend Definition of PFTCs 


The PFIC provisions currently apply where 75 percent or more of a foreign 
corporation's gross income is passive, or where at least 50 percent of the foreign 
corporation's assets produce passive income. By using a gross income test, a foreign 
corporation will become a PFIC even though 99 percent of its gross receipts are from the 
active conduct of a trade or business, so long as its cost of goods sold exceeded its gross 
receipts that year and it had a dollar of passive income (like working capital interest income). 
This result is illogical. The PFIC provisions should be amended so that they only apply 
where the predominant character of the business is passive or the majority of assets is 
passive. This can be accomplished by changing the test to look to gross receipts rather than 
gross incom e, for example, by defining foreign corporations as PFICs if at least 75 percent 
of iheii gross receipts are passive. 


Retain Current Sourcing Rules under Section 863(b) 

Currem law allows taxpayers who manufacture goods in the U.S. and sell the goods 
outside the U.S, to treat 50 percent of the income arising from the sale as foreign sourced 
Income. The intent of this provision is to enhance the competitiveness of U.S. businesses in 
the global market place and generate additional jobs in the U.S. Proposals have been made 
in recent years to significandy curtail or eliminate this provision as a way to raise revenues 
for other programs. It is this sort of "rob Peter to pay Paul" approach, without regard to a 
coherent tax policy, that has brought us to the point where we are today, 


Repeal the 90 Percent Limit on FTCs under the Alternative Minimum Tax f"AMT"J 

Current law limits the ability of taxpayers to offset their corporate AMT liability by 
allowing FTCs to offset only up to 90 percent of such AMT. This has the likely result of 
taxing certain U.S. multinationals more heavily on their foreign income than their foreign 
competitors, or domestic companies having no foreign operations. Repealing this limitation 
would merely permit foreign taxes actually paid to be offset up to the amount of AMT 
liability on foreign source income, without affecting any U S. source tax liability. As a 
result, the likelihood of double and sometimes triple taxation of foreign source income would 
be lessened, making U.S. multinationals more competitive internationally. 

AUemaiively, taxpayers could be given an election to use as their AMT FTC 
limitation fraction the ratio of foreign source regular taxable income to entire AMT income. 
This would eliminate the need to separately calculate AMT foreign source taxable income. 


Amend the AMT Cost Recovery Rules 

The AMT is a significant factor in reducing the competitiveness of U.S. companies. 
Approximately one-half of AMT revenues are generated from manufacturing and 
resource-based industries. These industries are cyclical in nature and compete in markets 
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where prices are deiermined by global competition. This increased tax burden cannot be 
passed on in the form of price increases since no other country in the world imposes such a 
draconian system of taxation. AH of our major competitor countries provide better cost 
recovery for investments than does the U.S. under the AMT depreciation rules. At a 
minimum, the AMT cost recovery rules, regarding both depreciable lives and methods, 
should be conformed to those provided by the regular corporate income tax depreciation 
rules. 


Extend FTC Carryforward and Carryback Periods 

Currently. FTCs not used against U.S. tax in the current year may be carried back 2 
years and carried forward 5 years. In contrast, the rules for net operating losses ("NOLs ') 
provide a 3 year carryback and 15 year carryforward period. The shoner time periods have 
caused FTCs to expire unused, subjecting foreign source income to double taxation and 
frustrating the purpose of the credit. The current rules are especially harsh for taxpayers in 
cyclical industries which experience substantial operating losses. Thus, the FTC carryback 
and carryforward periods should be amended to conform with the time periods for NOLs, 
i.e.. 3 year carryback period and 15 year carryforward period. 


Amend Domestic Loss Recapture Rule 

Currently, when a taxpayer has taxable income from U.S. sources but an overall loss 
from foreign sources, the foreign source loss reduces the U.S. source taxable income and 
U.S. tax liability by decreasing the taxpayer’s worldwide taxable income on which the U.S. 
tax is based. When the taxpayer subsequently earns foreign source income, a potential 
double lax benefit (i.e., deduction for the loss but no payment of U.S. tax on subsequent 
foreign source income because of FTCs) is avoided under a rule requiring a recapruring of 
the prior rax benefit upon subsequently derived foreign source income. It does this by 
treating a ponion of that foreign income as domestic source for FTC purposes (which 
reduces the allowable FTCs for the year). Current law also provides that an overall U.S. 
loss reduces a taxpayer’s foreign source income. The U.S. loss reduces the taxpayer’s U.S. 
tax liability and, through application of the loss against foreign income, the FTC limitation is 
correspondingly reduced. However, taxpayers are not allowed to recapture the prior U.S. 
loss by recharacterizing subsequent U.S. source income as foreign source. To prevent this 
inequity (and achieve tax symmetry), the law should be amended to recharacterize such 
subsequent domestic income as foreign source to the extent of the prior domestic loss, in 
order to recognize the FTC that was disallowed because of the domestic loss. 


Increase Allocation of R & E to U.S. Source Expense 

Taxpayers that perform research and experimentation ("R & E”) in the U.S. but also 
generate foreign source income must allocate part of their U.S. incurred R & E against their 
foreign source income. The allocation ratio has changed several times over the last 20 years. 
For example, from 1987 through 1988. taxpayers were allowed to apply 50 percent of their 
U.S. incurred R & E costs against U.S. source income with the remaining allocated between 
U.S. and foreign source income based on gross sales or gross income; from 1989 through 
1992, taxpayers could apply 64 percent of U.S. incurred R & E against U.S. source income 
with the remaining 36 percent allocated between U.S. and foreign; from 1993 forward, 
taxpayers again may only apply 50 percent of U.S. sourced R & D against U.S. source 
income, with the remainder allocated between U.S. and foreign source. 


A permaneni and more liberal solution to the R & E allocation is required. Research 
programs require long-term planning and foreign jurisdictions are noi likely to recognize 
research expenses incurred in ihe U.S. as proper deductions for foreign local tax purposes (in 
fact, the net effect may encourage taxpayers to perform research outside the U.S. in order to 
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secure full local tax deductions). Therefore, the law should be amended to permanently 
provide that 64 percent of U S. incurred R & E is to be allocated against U.S. source 
income, with the remainder allocated based on gross sales or gross income. 


Make Permanent the R & E Credit 


Innovation is the key to the international competitiveness of U.S. companies, and tax 
policies encouraging investment in research such as the R&E tax credit are important 
elements to encourage such innovation. This is particularly the case because most of the 
trading partners of the U.S. companies provide various forms of R&D incentives in their 
country. It is also very important that these tax policies are stable, reflecting the long term 
nature of the research process. Thus, we strongly recommend that Congress make 
permanent the R&E tax credit. 


Modify Rules for Allocating Interest to Foreign Source Income 

Taxpayers are required to allocate domestic interest expense to both foreign and 
domestic business activities. This is based on the theory that money is fungible and there is 
flexibility in obtaining and utilizing funds. However, interest expense incurred by foreign 
affiliates is not taken into consideration in allocating interest expense to foreign source 
income. To ignore foreign affiliate interest expense is inequitable and places U.S. 
multinational companies at a competitive disadvantage. In this regard, interest expense 
incurred by a U.S. subsidiary of a foreign company is allocable entirely to U.S. -.source 
income (assuming the subsidiary's operations arc conducted only in the U.S.); however, a 
U.S. -based multinational company that is a direct competitor in the U.S. market must 
allocate a ponion of its interest expense to foreign-source income to the extent it has foreign 
assets or shareholdings. Thus, the U.S. income of the U.S. based company is overstated and 
ovenaxed compared to the foreign-owned U.S. subsidiary. To correct this problem, the 
interest expense of all controlled companies (more than 50% owned) within an affiliated 
group, including foreign corporations, should be factored into the allocation. This would 
allow interest expense incurred by foreign affiliates to reduce the interest expense of the 
group that would otherwise be allocated to foreign-source income. 

Use E & P Depreciation for Asset Bases when Allocating Expenses 

Taxpayers may elect to allocate interest between foreign and U.S. sourced income on 
the basis of tax book value. Since U.S. -sited assets typically reflect accelerated depreciation 
while foreign-sited assets utilize slower depreciation methods, U.S. -sited assets will typically 
have lower lax bases than similarly placed in service foreign-siied assets. This results in a 
disproportionately higher amount of interest being allocated against foreign-sourced income. 
To correct this problem, the law should be amended for purposes of allocating expenses to 
permit taxpayers to determine basis for both U.S. and foreign-sited assets by using the same 
depreciable methods and lives as used for E & P purposes. 


Exempt Foreign Entities from the Uniform Capitalization Rules 

The uniform capitalization rules ("UNICAP") under Code Section 263A require 
certain costs to be capitalized to inventory and certain interest to be capitalized as a 
production cost. Although the legislative history to this section does not compel its 
application to foreign corporations not doing business in the U.S., the Treasury Regulations 
specifically apply such rules to foreign corporations with U.S. shareholders. However, U.S. 
multinationals already incur significant costs at both the head office and affiliate level to 
bring foreign E & P into conformity with U.S. tax principles for purposes of computing 
FTCs. Requiring the determination of UNICAP adjustments to such earnings merely adds 
additional compliance costs that are not borne by foreign based multinationals, Since 
UNICAP really has no relevance to foreign corporations not conducting business in the U.S., 
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and since ihe revenue generated by applying these rules to foreign entities is small in relation 
to the administrative burden thev cause. Code Section 263A should be amended to exempt 
foreign entities not doing business in the C.S. 


Additional Provisions 


This is by no means an exhaustive list of all the problems currently existing in the 
iniemaiional area of the U.S. income tax system. Both Congressmen Amo Houghton and 
Sander Levin, through H.R. 1690, and Senator Larry Pressler, in his recently introduced 
International Tax Simplification for American Competitiveness Act of 1996. have proposed 
many additional provisions that would help to eliminate some of the complexities which 
plague the foreign tax area. Some of those provisions would: 

o Allow shareholders of PFICs to make mark-to-market elections, provided that the 
PFIC Slock is traded on a national securities exchange or otherwise treated as 
■marketable" under Treasury Regulations. 

o Clarify the definition of passive income for PFICs, so that the same-country 

exceptions from the definition of FPHC income under Code Section 945(d) do not 
apply in determimng passive income for purposes of the PFIC definition, and make it 
clear that passive income does not include Foreign Sales Corporation ("FSC") 
income. 

o Allow inungible assets for PFIC purposes to be valued at fair market value (if value 
can be readily obtained). 


Treaty Issues 


The impact of tax reform on our existing tax treaty network must not be overlooked. 
Of course, the most recognized function of tax treaties and the principal reason they are 
negotiated is to eliminate double taxation of the same income, which occurs when two 
jurisdictions attempt to tax the same income or assets due to overlapping exercise of 
authority. However, most of the tax systems being proposed to replace the current U.S. 
income tax would be territorial in nature and exclude foreign source income from taxation 
(e.g., a "flat" tax or a "goods and services" tax). Thus, the issue of double taxation would 
be reduced considerably under such regimes. Nevertheless, many other benefits resulting 
from our tax treaty network would be jeopardized no matter what alternative tax system is 
chosen to replace the current one. 

For example, one sigmficani benefit of tax treaties is to facilitate business transactions 
between countries that might otherwise be inhibited by overly intrusive national taxation. 
Beyond the actual tax cost, the mere exposure to another country’s tax system may impose 
significant transactional complexities on a company venturing outside its own national 
borders, e.g., protracted dealings with various tax authorities. To alleviate some of these 
problems, treaties include a notion of "permanent esiablishmem" ("PE") as a threshold to 
taxation. Under this concept, the business profits of an enterprise of one country will not be 
deemed to be subject to taxation by the other country unless it does business there through 
such a PE, i.e.. unless there is a sufficient connection between the enterprise and the taxing 
country in terms of having a fixed place of business there, dependent agents, etc. Moreover, 
most of the recent treaties negotiated by the U.S. have limited the imposition of tax to the 
business profits attributable to the PE. as opposed to items unrelated to the PE itself (such as 
passive investment income and capital gains). In addition, tax treaties sometimes exempt 
residents of one country who visit the other for a limited period of time. This eliminates the 
need to prorate small amounts of income and file foreign tax returns (often more irritating 
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than paying taxes), and encourages interaction of visitors between countries. 

The tax systems of most countries impose withholding taxes lat often high rates) on 
payments to foreigners of items such as dividends, interest, rents, and royalties. Lowering 
of these withholding taxes is another important function ot lax treaties. If U.S. companies 
operating abroad cannot receive reduced withholding tax rates offered by tax treaties, they 
often suffer e.xcessive levels of foreign tax. This puts such U.S. companies at a competitive 
disadvantage relative to companies headquanered in other countries that do provide such 
treaty benefits. Thus, it is clear that tax treaties measurably reduce the barriers to U.S. 
panicipation in international commerce. 

Almost all treaties forbid discrimination against the nationals of a treaty panner. One 
general effect of this Is to prohibit U.S. tax on residents of treaty countries that is more 
burdensome than the tax imposed on similarly simated U.S. persons. Likewise. U.S. 
persons operating in treaty countries would also be protected under such a non-discrimination 
type clause. A nondiscrimination clause would generally permit differences in the treatment 
of domestic and foreign taxpayers only if justified by significant differences in the 
circumstances of those taxpayers. 

.Another function of tax treaties is to ensure that equity is served and tax is imposed at 
least once, i.e., by targeting tax avoidance schemes such as the use of tax havens. Most 
U.S. tax treaties contain explicit provisions called ''anti-treaty shopping”. These provisions 
identify the group of taxpayers entitled to benefit from the treaty relief while, at the same 
time, also preventing other taxpayers (generally from countries not pany to the treaty) from 
enjoying such treaty benefits. To help suppon enforcement, income tax treaties generally 
provide for exchanges of information between the tax authorities of the treaty countries. In 
addition, most provide a mechanism known as "competent authority", which permits a 
taxpayer of one country to seek the assistance of that country s tax authorities for support 
against adverse interpretations of the treaty by the other country's taxing authorities. Even if 
the U.S. moves to a territorial system of taxation, such needs may not be muted since our 
treaty partners may still require such information exchanges. 


Conclusion 


We thank you for this opportunity to provide our comments and trust that this has 
given you a bener understanding of the many problems that currently exist in the tax law as 
it applies to the international area. We sincerely hope that this will help you in your decision 
whether to revise the current system or move toward a completely new tax framework. 
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STATEMENT OF THE NATIONAL FOREIGN TRADE COUNCIL, INC. 
PRESENTED TO THE 
HOUSE WAYS AND MEANS COMMITTEE 
BY FRED F MURRAY. VICE PRESIDENT FOR TAX POLICY 
JULY 18. 1996 

ON THE IMPACT ON INTERNATIONAL COMPETITIVENESS 
OF REPLACING THE FEDERAL INCOME TAX 


Mr. Chairman, and Members of the Committee: 

The National Foreign Trade Council, Inc. (the “NFTC" or the "Council") is pleased to present its views on 
the impact on international competitiveness of replacing the federal income tax. 

The NFTC is an association of businesses with some 550 members, founded in 1914 under the auspices 
and support of President Woodrow Wilson and 341 business leaders from across the U S. Its 
membership now consists primarily of U S firms engaged in all aspects of international business, trade, 
and investment. Most of the largest U.S. manufactunng companies and most of the 50 largest U.5. banks 
are Council members. Council members account for at least 70% of all U .S. non-agncultural exports and 
70% of U.S. private foreign investment. The NFTC’s emphasis is to encourage policies that will expand 
U.S. exports and enhance the competitiveness of U.S. companies by eliminating major tax inequities in 
the treatment of U.S. companies operating abroad. 

The founding of the Council was in recognition of the growing importance of foreign trade to the health of 
the national economy Since that time, expanding U.S. foreign trade and incorporating the United States 
into an increasingly integrated world economy has become an even more vital concern of our nation's 
leaders The value of U.S international trade (imports plus exports) as a percentage of GDP has more 
than doubled In recent decades: from 7 percent in the 1960's to 17 percent in the 1 990's. The share of 
U.S corporate earnings attributable to foreign operations among many of our largest corporations now 
exceeds 50 percent of their total earnings. Direct foreign investment by U.S. companies in foreign 
jurisdictions continues to exceed foreign direct investment in the United States (in spite of the net debtor 
status of the U.S.) by some $180 billion in 1994. In 1995. U.S. exports of goods and services totaled 
$805 billion - 11.1 percent of GDP.' In 1993, 58 percent of the $465 billion of merchandise exports from 
theU.S were associated with U.S multinational corporations $110 billion of the exports went to foreign 
affiliates of the U.S. companies, and another $139 billion of the exports were shipped directly to unrelated 
foreign buyers.^ 

Given the importance of the international economy to the United States, the Council would like to 
compliment the Committee on giving international issues a prominent place in this series of hearings. The 
NFTC would like to make its points in four principal areas of concern: (1) observations concerning the 
existing system of income taxation, and some suggestions concerning possible reform of the existing 
system, if that course of action is ultimately chosen by the Committee after careful study of the 
alternatives; (2) obsen/ations concerning the requisites for any new system that replaces the existing 
income tax system as the primary tax system of the federal government of the United States; (3) 
observations concerning the transition from one system to another; and (4), very importantly, observations 
concerning the membership of the United States in the international community of nations and the 
importance of maintaining its tax and trade agreements and relationships in that community. 


Existing Law 

United States policy in regard to trade matters has been broadly expansionist for many years, but its tax 
policy has not followed suit The provisions of Subchapter N of the Internal Revenue Code of 1986 (Title 
26 of the United States Code is hereafter referred to as the "Code") impose rules on the operations of 
American business operating in the international context that are much different in important respects than 
those imposed by many nations upon their companies Some of these differences may make American 
business interests less competitive in foreign markets when compared to those from our most significant 
trading partners:^ 


'U.S. Department of Commerce, "Survey of Current Business." April 1996 

^U.S. Department of Commerce, "U.S Multinational Companies Operations in 1993," June 1995, 

at 39 

^See, Financial Executives Research Foundation, Taxation of U.S. Corporations Doing Business 
Abroad: U.S. Rules and Competitiveness Issues, 1996, Ch. 9. 
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o The United States taxes worldwide income of its citizens and corporations who do business and 
derive income outside the territorial limits of the United States Although other important trading 
countries also lax the worldwide income of their nationals and companies doing business outside 
their territories, such systems generally are less complex and subject to more significant 
limitations under their tax statutes or treaties than their U S. counterparts. 

o The United States has more complex rules for the limitation of “deferral" (although the United 

States taxes the worldwide income of its companies, it permits deferral of the tax on unrepatriated 
foreign earnings of controlled foreign corporations, except where one of six complex series of 
"anti-deferral" provisions of the Code apply) than any other major industrialized country. In 
addition, the anti-deferral provisions of most countries do not tax active business foreign income 
of their companies, while those of the U S. impose current U S. tax on several types of active 
business foreign income as well as on passive foreign income. 

o The current U.S Alternative Minimum Tax (AMT) system imposes numerous rules on U S 

taxpayers that seriously impede the competitiveness of U S. based companies For example, the 
U.S. AMT provides a cost recovery system that is inferior to that enjoyed by companies investing 
in our major competitor countries; additionally, the current AMT 90-percent limitation on foreign tax 
credit utilization imposes an unfair double tax on profits earned by U.S. multinational companies - 
in some cases resulting in a U S tax on income that has been taxed In a foreign jurisdiction at a 
higher rale than the U S tax. 

o The United States has more complex rules for the determination of U.S. and foreign source net 
income than any other major industnalized country. In particular, this is true with respect to the 
detailed rules for the allocation and apportionment of deductions and expenses. In some cases, 
these rules are in conflict with those of other countries, and where this conflict occurs, there is 
significant risk of double taxation 

o The U.S, foreign tax credit system is very complex, particularly in the computation of limitations 
under the provisions of section 904 of the Code. These provisions require the segregation of 
various types of income into “baskets." and then require the application of complex separately- 
computed limitations to these baskets. While the theoretic purity of the computations may be 
debatable, the significant administrative costs of applying and enforcing the rules by taxpayers 
and the government is not Systems imposed by other countries are in all cases less complex 
United States policies in regard to the credit make U.S business interests less competitive in 
other respects as well (e g . see the discussion below of "tax sparing” adopted by other countries). 

As merely noted above, the United States system for the taxation of the foreign business of its citizens 
and companies is more complex than that of any of our trading partners, and perhaps more complex than 
that of any other country. While that result derived from good Intentions, today's global marketplace 
places pressures on U.S. business that were not present when our system was contrived, even during the 
significant changes in the 1960'S when American business interests were still clearly predominant in many 
foreign markets 

The United States has long believed in the rule of law and the self-assessment of taxes, and some of the 
complexity of its income tax results from efforts to more clearly define the law in order for its citizens and 
companies to apply it. Other countnes may rely to a greater degree on government assessment and 
negotiation between taxpayer and government - traits which may lead to more government intervention in 
the affairs of its citizens, less even and fair application of the law among all affected citizens and 
companies, and less certainty and predictability of results in a given transaction. In some other cases, the 
complexity of the U.S. system is simply ahead of development along similar lines in other countries — 
many other countries have adopted an income tax similar to that of the United States, and a number of 
these systems have eventually adopted one or more of the significant features of the U .S system of 
taxing transnational transactions: taxation of foreign income, anti-deferral regimes, foreign tax credits, and 
so on. However, while difficult to predict the ultimate evolution, none of these other country systems 
seems prone to the same level of complexity that affects the United States system, and U.S. businesses 
can no longer afford the burdens of the current U S tax system as it applies to foreign operations. 

Further, in a system that has required very significant compliance costs of both taxpayers and the Internal 
Revenue Service, the costs of compliance burdens associated with the international provisions of the 
Code are disproportionately higher relative to U S taxation of domestic income and to the taxation of 
foreign income by other countries For example, a recent survey found that nearly 40 percent of total 
federal tax compliance costs were attributable to foreign-source income. The disparity may be significant 
given the findings that only 21.1 percent of assets. 24.1 percent of sales, and 17 7 percent of employment 
were related to the same income ^ 


““See Marsha Blumenthal and Joel B. Slemrod, "The Compliance Cost of Taxing Foreign-Source 

(continued.. ) 
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Many foreign companies do not appear to face the same (evei of costs in their operations. The European 
Community Ruding Committee survey of 965 European firms found no evidence that compliance costs 
were higher for foreign source income than for domestic source income.^ Lower compliance costs and 
simpler systems that often produce a more ^vorable result in a given situation are competitive 
advantages afforded these foreign firms relative to their American counterparts. 

Short of fundamental reform -- a reform in which the United States federal income tax system is eliminated 
in favor of a consumption-based tax system or some other sort of system - there are many aspects of the 
current system that could be reformed and improved. These reforms could also lower the cost of capital, 
the cost of administration, and therefore the cost of doing business for American firms 

For example, the NFTC applauds the work of Mr. Houghton (R-NY) and Mr Levin (D-MI) of this 
Committee to construct a vehicle for the further consideration and ultimate passage of a number of these 
potential reforms: The International Tax Simplification and Reform Act of 1995, H R. 1690 (104“" Cong,, 1*' 
Sess ) A similar bill is currently be/rrg prepared in the Senate These b/IIs would address serious 
problems the overlap between the anti-deferral regimes of the passive foreign investment company 
( 'PFIC' ) rules and the rules relating to controlled foreign corporations ("CFC"); other reforms of the PFIC 
rules; other reforms to the CFC rules; extension of the indirect foreign tax credit of section 902 of the Code 
to lower tier subsidiaries; reforms related to the computation of the foreign tax credit and translation of 
amounts of foreign taxes, simplified foreign lax credit computations in calculation of the AMT; elimination 
of the section 1491 excise tax and reforms in the corresponding regimes of section 367; exemption of 
additional active business income from the anti-deferral rules to level the field for other business interests 
not now permitted deferral; extension of the carryback and carryforward periods for utilization of unused 
foreign tax credits, simplification of the rules applicable to joint ventures conducted through so-called "10 / 
50" companies; recognition of the European Union as a single country for purposes of the anti-deferra! 
rules, creating symmetry between previous rules designed to recapture overall foreign losses and new 
proposed rules applicable to overall domestic losses; and various other provisions to reduce reporting 
thresholds, simplify computations and calculations, expand de minimis rules, and reduce the amount of 
information required to be accumulated, processed, and stored 

Other more major, more general reforms have in the past been suggested and studied elsewhere For 
example, one of those often cited and credited with potential benefits to the current income tax system is 
the concept of integration of the corporate and individual income tax systems of the United States This 
concept was the subject of a 1992 U S. Treasury study and also of a study under the auspices of the 
American Law Institute (“ALI").* Integration of the individual and corporate income taxes refers to various 
means of eliminating the separate, additional burden of the corporate income tax. in favor of a system in 
which investor and corporate taxes are interrelated so as to produce a more uniform levy on capital 
income. This conceptual model (or series of models), in addition to addressing possibly undesirable 
effects of the current system on corporate financial practices (relating to the differences between debt and 
equity financing), may also be important because most of the other developed countries have in recent 
decades adopted various forms of integration. As the American economy itself becomes more 
“integrated" into the world economy, and therefore becomes more inseparable from other national 
economies, it becomes more important to understand the potential advantages and disadvantages of this 
concept, and other types of concepts or features of foreign tax systems for the United States and for U.S. 
business 

In fact, a recurring theme of this testimony is the importance of considering the United States as a 
member of the world community of nations, and the importance to United States business interests of 
providing harmony between the tax system of the United States and that of other nations where United 
States companies must conduct their business. The same is true as well for foreign investors who invest 
capital in the United States. Major dislocations may ensue in the wake of major reforms that fail to 
address this important, though sometimes forgotten, point 

Like the concept of integration, another possible major reform (though less sweeping than repealing the 
income tax) is the possible conversion of the U.S. worldwide system of taxation into one based upon 
‘'territorial" principles In contrast to the worldwide system, which generally defers tax on earnings until 


‘(...continued) 

Income Its Magnitude, Determinants, and Policy Implications.” in National Tax Policy in an International 
Economy Summary of Conference Papers. (International Tax Policy Forum- Washington, D.C., 1994). 

^Id. 

®The ALI integration proposals would convert the separate U.S corporate income tax into a 
withholding tax with respect to income ultimately distributed to shareholders. See, Alvin C. Warren, Jr , 
Reporter, The American Law Institute, Federal Income Tax Project, Integration of the Individual and 
Corporate Income Taxes, Reporter’s Study of Corporate Tax Integration, The American Law Institute 
(1993). 
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they are repatriated, the territorial system generaUy exempts foreign earnings -- usually active business 
income of the multinational corporation. The net effect Is that a multinational would pay tax on business 
income only in the jurisdiction where that business income is earned. The desired treatment may be 
provided by statute or by treaty. A territorial system is to an extent used in more than a dozen 
industrialized countries, including the Netherlands, France, Germany, and Canada and most of Latin 
America. (Certain aspects of the U.S. system are currently terntonal: the exclusion under section 91 1 of 
the Code for foreign earned income of expatriate employees is a territorial feature.) 

Use of a territorial system to exempt foreign source income may ensure that U.S businesses do not pay 
more in taxes on their foreign income in a particular market than their foreign competitors. But, such a 
system is not necessarily simple passive investment income might still be taxed. That result would 
require maintenance of look'through and anti-deferral rules, and would also necessitate a foreign tax 
credit mechanism Further, a terntonal system places unique stresses upon income and expense 
sourcing rules, particularly where active business income is differentiated from passive investment 
income Transfer pricing rules would also be at least as important as they are today 

Another widely-adopted practice in world commerce is that of “tax sparing " The practice arises most 
commonly in the context of developing countries who offer various types of tax incentives or tax holidays 
to induce foreign companies to make significant investments in the local economy. The concept is that a 
developed country, for example, may nevertheless allow a foreign tax credit for the taxes foregone by the 
developing country (as compared to those that would have been paid to the developing country but for the 
incentive or holiday). The result is a financial gam to the foreign company, and perhaps also to the 
developing country Despite its interest in fostering economic grovirth in the developing countries, the 
United States has uniquely long opposed adoption of rules permitting this practice in its internal statutes 
and income tax treaties. Other developed countries have chosen the opposite policy - and many 
developing countries have therefore continued to press for this treatment. For example, Japan 
significantly strengthens the competitive position of its companies in world markets outside Japan by its 
acceptance of tax sparing. As a result. American companies suffer a competitive disadvantage in world 
markets, and suffer further harm because tax treaty negotiations with these countries often fail over this 
provision - a completed treaty would benefit both nations and taxpayers in many other ways as well. 
While the NFTC does not now encourage a change of policy on this important issue, the Council does 
believe it is time to carefully reconsider U.S policy, a policy that was last debated when American 
interests dominated many world markets It is well to remember the anti-competitive effects of it - and the 
resulting costs to American business interests 

Before leaving these observations on the current system, it would also seem appropriate to be reminded 
of several important provisions of current law that serve to foster exports and the growth and prosperity of 
American economic interests abroad. 

The leading proposals currently being considered by the Committee could have a significant impact on the 
economics of the development and use of technology. For example, in all three of the proposals for the 
USA Tax^ the Flat Tax®, and the National Retail Sales Tax®, there is a significant break from the current 
law treatment of R&D expenditures performed in the United States None of these three proposals would 
retain the R&D tax credit of section 4 1 , and none of them would provide other direct incentives for 
performing R&O activities in the United States. Research and development activity is a significant 
component in the production of both tangible and intangible capital. The leading position of many U.S 
companies in their respective industries is often a function of U S.-based research. In fact, the ability of a 
U.S. corporation to conduct business outside the United States is often tied to its ability to utilize intangible 
assets developed by the U.S parent Also, in many cases, U S. companies may directly license the right 
to use intangibles to their foreign customers Whether or not these activities are competitive may often 
relate to the taxation of the various transactions -- the incentives to undertake the R&D in the United 
States in the first place and the treaty-based reductions in withholding tax rates applicable to remittance of 
foreign sourced royalties. As stated in the report of the National Commission on Economic Growth and 
Tax Reform ("Kemp Commission"), in designing a new tax system' 

"[ajttention must be given to the proper tax treatment of foreign source license fees, royalties, and 

other intangibles so as not to discourage research and development in the United States. 


^The Unlimited Savings Allowance (USA) Tax (S 722), as proposed by Senator Nunn (D-GA) and 
Senator Domenici (R-NM). 

®H R 2060, as proposed by Mr. Armey (R-TEX) 

®H.R. 3039, as proposed by Mr. Schaefer (R-CO) and Mr. Tauzin (R-LA) 

'^Report of the National Commission on Economic Growth and Tax Reform, Washington, D.C. 
(1995). at 18 
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Any new tax system should contain provisions which assure that the after-tax return on R&D performed in 
the U S. is not undermined For example, if a territorial lax system were to be adopted that is coupled with 
a repeal of the foreign tax credit, the tax reform system should contain a destination-based approach to 
the taxation of intangibles that would exempt foreign royalties and license fees from the U S. tax. 

For many years, regulations issued by the U S. Treasury under section 863(b) of the Code have allowed 
goods that are manufactured in the U S and sold abroad to generate a combination of manufacturing and 
sales income to the same taxpayer Such taxpayers are permitted to apply an apportionment formula, 
which generally treats half of the combined income as manufacturing income attributable to U S. sources 
and the other half as sales income attributable to foreign sources The amount of foreign source income 
generated for export transactions is crucial because foreign source income is eligible for the foreign tax 
credit The source rule operates as a significant incentive for U.S. multinationals that are considering new 
investment - savings attributable to the rule are often considered in the cost analysis when making a 
decision to locate new manufacturing facilities in the United States 

The Foreign Sales Corporation (“FSC") provisions of sections 921 through 927 of the Code are one of the 
most important U.S. tax incentives for exports from the United Stales. These provisions were adopted to 
offset disadvantages to U S exporters in relation to more favorable tax schemes allowed their foreign' 
competitors in the tax systems of our trading partners. These provisions encourage the development and 
manufacture of products in the United States and their export to foreign markets. 

As noted above, these incentives are important to U S taxpayers and (o the domestic U S economy, and 
any replacement system must effectively address the same concerns. 


Looking Forward Into A New System 

In addition to the USA Tax, the Flat Tax. and the National Retail Sales Tax proposals noted above, other 
significant reform proposals have been “informally" before the Committee, or have been articulated 
elsewhere. In particular, much attention has been given to the invoice-method and subtraction-method 
Value Added Tax (‘'VAT"),” 

All of the major proposals currently before the Committee would completely eliminate the present federal 
income tax and would replace that system with a new consumption-based tax system. The first three 
proposals would tax only U.S operations, and apparently would repeal most U.S. withholding taxes on 
income paid to foreign investors. U S. businesses operating abroad would not be taxed on their foreign 
source income, and dividends paid by foreign subsidiaries to their U.S parent companies would not be 
subject to U.S tax. The foreign tax credit rules would presumably no longer be necessary under such a 
regime, nor would the anti-deferral rules of subpart F of the Code. 

Each of the proposals would therefore address aspects of the current system noted above that cause 
serious cost and administrative concerns to American businesses operating abroad. But. in spite of the 
fact that major simplifications would occur relative to certain aspects of the present system, other 
complexities may be created or maintained. Under some of the systems, the tax cost of certain operations 
IS actually increased in the new system. And. as with any major reform there will be dislocations - there 
will be “winners" and “losers." Serious examination of the proposals will be required. 

The proposals noted here differ in the way in which they treat export and import operations. They are 
either "destination-based" or “origin-based" in their approach. Under the destination principle, imports are 
generally taxed and exports are exempt. The consumption of goods and services within the United States 
is taxed under a destination-based approach By contrast, under the origin principle, exports are generally 
taxed and imports are not. An origin-based tax would include within its base domestic consumption plus 
net exports. For example, the USA Tax and the National Retail Sales Tax are both destination-based 
taxes, and the Flat Tax is an origin-based tax 

Economists do not generally believe that destination-based taxes offer a long-term incentive to exports. 


”Mr Gibbons (D-FL), former Chairman and now Ranking Minority Member of the Committee, has 
proposed a subtraction-method VAT 

’^See. Harry Grubert and T. Scott Newlon, “The International Implications of Consumption Tax 
Proposals, " 48 National Tax Journal No 4. December 1995, at 619, and Reuven Avi-Yonah, "Comment 
on Grubert and Newlon," 49 National Tax Journal No 2. June 1996. at 259, 262; Gene Grossman, 

"Border Tax Adjustments: Do They Distort Trade?" 10 Journal of International Economics. February 1980, 
at 117-128; Martin Feldstein and Paul Krugman, “International Effects of Value-Added Taxation," Taxation 
in the Global Economy, ed. by Assaf Razin and Joe) Slemrod, Chicago' University of Chicago Press, 

1990, 263-278 


(continued. .) 
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On the other hand, it may be easier ultimately to harmonize destination -based taxes (e g , a VAT) than 
those that are origin-based {e g., the Flat Tax or the income tax). That would appear to be the experience 
of the European Union in its efforts to date (Of course, the Ruding Commission is not faced with an 
"either/ or" choice in its efforts.) 

The NFTC has not yet adopted a position on the respective proposals now before the Committee. Even 
the more well developed proposals still require much study and ftjrther development. As the Committee 
moves forward in its deliberations, however, the Council would enjoy the opportunity to provide additional 
information to the Committee. 


Transition Into A New System 

Much of the public discussion that has to date surrounded the current effort to examine a total 
restructuring of the United States tax systerri has adopted an assumption of total repeal of the existing 
income tax - a total repeal that some have advocated with no provision for transntion from the old system 
to the new The old system viould simply "die” on one day, and the new replacement system would simply 
be started and be fully operational on the next. These assumptions are apparently based upon political 
concerns, and upon the further assumption that if any vestige of the current system were allowed to 
cont'r-oe after the beginning of the new system, the unwanted old system would survive and continue m a 
parallel track Despite the posciblo merits of the poHical and practical concerns that form the basis of 
these assumptions, there are countervailing considerations that cannot responsibly be ignored. 

Fii St, it IS imperial it to attempt to grasp the magnitude of the contemplated changes. It is not realistic to 
assume that the real impacts of the system can be forecasted with a high level of certainty of result 
Unlike previous reforms of the income tax system'^, which only changed portions of the income tax 
system, the proposed changes would entirely replace the system with a new one. Some of the 
replacement systems are theoretic models and as yet untried- Although not free from controversy, it is at 
least plausibly argued that previous "major" reform efforts have produced significant and undesirable 
results in addition to the desirable results that d''ove the efforts For example, the effects of the Tax 
Fteform Act of 1 935 cn the reel estate industry may have worsened the savings and loan debacle of the 
1980’s It seems reasoriable to assume that the effects of changes of this magnitude will have far more 
significant effects than those experienced before, many of which may be unanticipated m nature much 
less degree 

One of the concerns raised by any new system is the uncertainty caused by unanticipated issues. The 
present system has resulted in much litigation - hundreds of thousands of court cases over eighty-three 
years of the life of the current system. It is important to note that a system of statutes which covers 
thousands of paragraphs of statutory language has still left so much open to argument over interpretation 
and application, A new system, even a simpler one. would sliil engender much of this same activity until, 
like the present system, guidance and interpretations needed by the government and the taxpayers were 
worked out in regulations, in the courts and in the Congress Neverttieless. a new simpler system should 
attempt to lessen the amount of interpretive activity that will inevitably ensue -- and should be constructed 
in a way that makes resort to the regulations, the courts, and the Congress so important in the present 
system 

A principal issue that requires much of this interpretative activity is the definition of the base of the tax. 
Examples in the current income tax system that have produced much controversy are the definition of a 
capital gam or loss, and the classification of an individual as an employee or an independent contractor 
And, among the many subissues that may arise in the context of defining the tax base, a most important 
area of controversy in the international context is the sourcing rules. These rules, defining the origin and 
destination of goods and services and other principles necessary to apply any of the proposals presently 
before the Committee, will be stressed by both the government and the taxpayers in their respective 
compliance efforts Just as the present system has taken many years to settle, time will be required to 
resolve these mailers In any new system. 

As noted above, perhaps the most important aspects of transition will concern char ges in economic 
behavior and vested interests of taxpayers American companies currently have many hundreds of 


'^(. .continued) 

Of course, as another famous economist pointed out, *[i]n the long term, we are all dead." The 
short-term consequences of shifting to a border-adjustable tax may be significant 

’^Until the 1939 Code was effective. Congress enacted an annual revenue bill, but major 
principles of the law remained remarkably consistent The first major codification and revision of the law 
came with the 1939 Code A second major recodification end reform of the law came with the 1954 Code. 
Since the 1 954 Code, Congress has enacted 32 bills making changes in primary sections of the Code, 
perhaps the most significant of which was the Tax Reform Act of 1986 
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billions of dollars of prepaid tax assets and deferred tax liabilities on their balance sheets. Many of these 
companies have hundreds of millions of dollars of foreign tax credit carryovers, net operating loss 
carryovers, and other tax attributes that have considerable financial value While the stated goal of a 
change to a consumption-based tax is to increase personal savings and investment in the United States, 
the short-term effects of transition will be important - not only in terms of existing tax attributes and stock 
values, but also in terms of changes in markets, product lines, and consumption patterns. 

Before leaving a brief consideration of the process of transition to a new system, it would also be 
appropriate to consider another important aspect of the process. While much of the change has been 
well-intentioned, change in the tax law has become an important part of daily political life. Such changes 
are often part of the political agendas of both of the major political parties in the United States. As the 
second half of this century has progressed, the process of change to the tax system of the United States 
has accelerated. In the 40 years since the Internal Revenue Code of 1954 was enacted, there have been 
more than 30 significant federal tax enactments. This amounts to substantial amendment of the system 
on the average of every 1 3 years In an economic environment where manufacturing plants and 
market penetration may require many years and hundreds of millions of dollars of capital investment, it is 
becoming more and more difficult to make the economic projections that planners need to make these 
significant decisions. Instability in the tax laws of the United States (and other nations as well) creates 
economic uncertainty among taxpayers, and in turn generates economic costs of lost opportunities and 
higher transaction costs. Uncertainty in existing law (or about pending legislation) interrupts, distorts, or 
stifles economic activity, adds to complexity, and forces private industry to expend additional resources on 
tax research and plemning, compliance, and litigation It has been estimated, for example, that uncertainty 
with regard to the federal taxation of wage and investment income costs the U.S economy 0.4 percent of 
national income per year, and that the cost, in these terms, of taxpayer uncertainty that accompanied the 
tax changes embodied In the Revenue Reconciliation Act of 1993 alone cost the U.S. economy an 
estimated $20.5 billion. Any further changes in our present tax system should have stability as a 
fundamental objective. 


Effects on the International Agreements of the United States 

The United States is an important member of the international community of nations. ^ As important as the 
effects of transition from the income tax to some other form of tax system may be to U.S taxpayers, the 
construction of such a system and the transition to it will have important impacts upon the relations of the 
United States with its trading partners and other members of the international community. 

In the years since the United States adopted its income tax. many other countries have adopted an 
income tax. and a number of these systems tax corporate income of resident companies on a world-wide 
basis As the income tax is not the only lax levied by the United States government, so it is that many of 
these other countries also have other taxes as part of their national tax systems, and have adopted 
various forms of consumption taxes, principal among these being the Value Added Tax As the world 
economy approaches greater and greater integration, trading blocs have been formed. Two significant 
examples of these are the European Union and the North American Free Trade Agreement. Efforts to 
integrate have in turn put pressure on national governments to fit their national policies within negotiated 
norms, and, in the European Union, for example, great effort has been and is being made to reach a 
"harmonization" of tax regimes including a balancing of impacts of income and consumption based taxes 
in and among the member nations ” A shift of this magnitude in a country as important as the United 
States will produce ramifications in other nations, and may produce significant dislocations unless the 
transition is carefully planned and implemented 


’^See Arthur P. Hall, "The Cost of Unstable Tax Laws," Tax Notes (November 7, 1994), at 759 

'^Id.. at 760 

’®See, e.g., Corporate Taxes: A Worldwide Summary, Price Waterhouse (1995) 

'^id 

’®The focus of this hearing is that of international effects of the shift to an alternative primary tax 
system in the United States It bears noting, however, that significant levels of consumption and other 
taxes are also imposed in the United States - by the individual Stales themselves. Moving the federal 
government to a tax system primarily focused on a consumption based tax and away from an income tax 
may also produce dislocations in State government revenues, and generate some of the same concerns 
that exist in and with major trading blocs like the European Union. 


See, e g.. Holtz-Eakin, “Consumption-Based Tax Reform and the State-Local Sector," Draft (1/14/96), The 
American Tax Policy Institute. 
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A more direct impact upon both the taxpayers of the United States and the relations of the United States 
with its trading partners and other members of the international community would be the impact of such 
reforms on the treaty obligations of the United States 

An initial concern of several of the proposals would be the permissibility of border tax adjustments of a 
consumption-based tax under the General Agreement on Tariffe and Trade ('‘GATT").’® 

The United States has in force some forty-eighp Conventions for the Avoidance of Double Taxation and 
the Prevention of Fiscal Evasion With Respect to Taxes on Income ("income tax treaties”) with various 
jurisdictions, not including other agreements affecting income taxes and tax administration (e g.. 

Exchange of Tax Information Agreements or Treaties of Friendship and Navigation that may include 
provisions that deal with tax matters), it has taken more than sixty years to negotiate, sign, and approve 
the treaties that form the current network.^' A number of new agreements are being negotiated by the 
Treasury Department. Nevertheless, the U.S. treaty network has never been as extensive as the treaty 
networks of our principal competitors. The U.S. treaty network covers only about 22 percent of the 
developing world, compared to coverage of 40 to 46 percent by the networks of Japan and leading 
European nations. This discrepancy has persisted for many years, even though the United States relies 
on the developing world to buy a far larger share of its exports than does Europe. 

The typical income tax treaty provides for the elimination or at least mitigation of double taxation in a 
number of ways: modification or at least clarification of sourcing rules, rules affecting computation of 
foreign tax credits, specification of certain taxes that are or are not considered to be income taxes for the 
purposes of the foreign tax credit, rules allocating income to permanent establishments or establishing 
transfer prices, rules establishing the competent authority mechanism, and other rules in which jurisdiction 
to tax is relinquished. The most important form of this last relinquishment is the reciprocal reduction of 
withholding taxes imposed by the respective contracting states on dividends, interest, royalties, and 
certain other types of cross-border flows. The treaties also provide a number of "administrative" 
mechanisms for resolution of disputes as to state of residence, exchange of tax information between tax 
authorities of the two contracting states, nondiscrimination against nationals or other parties of one 
contracting state by the other contracting state, and the like 

The principal function of an income tax treaty Is to facilitate international trade, investment, and commerce 
by removing or preventing tax barriers to the free flow or exchange of goods and services and the free 
movement of capital and persons. In making such an agreement, a contracting state acts in two 
capacities. 

First, as a country of residence, the contracting state imposes tax on the income derived by resident 
individuals and legal entities (and, in countries like the United States that tax their citizens on a world-wide 
basis, its non-resident citizens and those legal entities organized under its laws or otherwise subject to its 
jurisdiction). In this capacity, the contracting state seeks to minimize the source-based taxes imposed on 
these taxpayers by the other contracting state, its treaty partner If. like the United States, its system of 
world-wide taxation is relieved by a foreign tax credit mechanism, it will have a revenue interest in this 
outcome, but even in other circumstances, it v/ill have an interest in the reduction of source-based taxes 
as a means of assuring fair treatment of its taxpayers and promoting their foreign trade and commerce. 

Second, as a country of source, the contracting state imposes a tax on income derived by individuals and 
entities resident in its treaty partner. In this role, the contracting state has multiple and not always 
congruent interests. The source country is interested in protecting its revenues from unwarranted erosion. 
However, it is concerned with providing a hospitable environment for desirable inbound foreign 
investment, and fostering the general climate of international trade and investment. Lastly, since these 


’®See Victoria Summers, “The Border Adjustability of Consumption Taxes, Existing and 
Proposed," in Tax Notes International. June 3. 1996. at 1793, 1800. 

^°The count is somewhat imprecise — e g , the effects of the treaty with the former Union of Soviet 
Socialist Republics and its effects on the former members of that Union are not considered. Some treaties 
have been terminated in part, and there are a number under active negotiation or renegotiation, or that 
have been signed but not ratified 

^’The current international consensus favoring income tax treaties is derived from sixty years of 
evolution, starting with the model income tax treaty drafted by the League of Nations in 1927, culminating 
in its “London Model" treaty in 1946, and earned on later by the United Nations, and the Committee on 
Fiscal Affairs of the Organization for Economic Cooperation and Development (“OECD") The U.S. first 
signed a bilateral tax treaty in 1932 with France, which treaty never went into force. The first effective 
treaty, also with France, was signed July 25, 1939, and came into force on January 1 , 1945. 

^^A hearing intended to be held in early September of this year is expected to deal with four 
treaties, and the termination of an existing one. 
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bilateral treaties are reciprocal agreements, a country must be willing to make concessions with respect to 
its source-based taxes in order to gain similar reciprocal concessions from its treaty partner The 
concessions generally lead to a relaxation of domestic rules of source-based taxation of non-resident 
individuals and entities (e g., a reduction of withholding tax rates). 

The loss of revenue from withholding taxes, or other reductions of source-based taxation has now, after 
these six decades, become gerverally accepted as the price for obtaining for its taxpayers the benefits of 
neutral tax treatment with respect to their international trade, investment, and commerce. In fact , there 
has developed a remarkably broad, general consensus among national governments, even those who 
agree on few other principles, that it is in their interest to enter into income tax treaties, and almost as 
broad consensus as to the form of the mechanisms adopted 

Income tax treaties enable U.S. firms to compete in foreign countries, and foreign firms to establish plants 
in the United States and invest in American securities. Without the tax treaty network and complementary 
national ‘•9 islation, double taxation would create an enormous barrier to the international movement of 
capital and technology. Likewise, the crippling of our treaty network could cause world trade to shrink 
because so much of it depends upon cross-border investment and open channels for movement of capital 
and technology. A recent study, based upon earlier data, and conducted under the auspices of the NFTC, 
illustrates the possible consequences of abandoning all existing U.S tax treaties, and. in selective ways, 
changing U S. tax laws to extract more revenue from inward foreign investment 

o Broadly speaking, the average foreign tax burden on income flowing to the United States, which is 
predominantly from direct investment and therefore subject to foreign corporate tax as well as 
withholding taxes, would rise from about 16 0 percent (with a treaty network) to about 23.4 
percent (without a treaty network). The average U S tax burden on income flowing to foreign 
investors would similarly rise from about 9 1 percent to about 14,1 percent 

0 In relative terms, the tax burdens on U.S. investment abroad and foreign investment in the United 
States would thus escalate by about the same amount However, the absolute tax level is lower 
on foreign investments in the United States because that investment is concentrated in bank 
deposits and portfolio securities, which are not immediately subject to the U S. corporate income 
tax, 

o As a consequence of higher tax rates, international investment would implode Using a 

conservative estimating procedure, it was calculated that the stocks of U .S. investment abroad 
and foreign investment in the United States would each shrink by about $340 billion annually, 
without a treaty network. 

o Reduced foreign investment in the United Slates would curb competition in the U.S marketplace 

and raise U S. interest rates U.S consumers would have to pay higher prices for a smaller 
variety of goods, investment would be squeezed and. ultimately, growth rates would be lower. In 
addition, the smaller role of multinational Arms would curtail U S exports by some $21 billion 
annually, which would reduce the domestic employment of those firms and their suppliers by an 
estimated 340,000 jobs 

o In order for the U.S. Treasury to realize any revenue gain from the non-treaty world, the Congress 
would need to impose a new withholding tax on interest paid to foreign investors on their U.S. 
bank deposits and Treasury securities. At a rate of 5 percent, the new tax would raise significant 
revenue, about $6.4 billion annually However, the larger tax revenues would be more than offset 
by the inevitable rise in U.S. Treasury interest payments (net of associated tax reflows) on 
Treasury debt held by the public in this country and abroad. Higher interest payments to the 
public (net of tax reflows) were estimated by the model at $7 1 billion. 

o If the level of international investment imploded by twice as much as the conservative estimating 
procedure might suggest, the U.S. Treasury would lose $0 8 billion on U.S income payment to 
foreigners, and $3.2 billion on U.S. income receipts from foreign sources. In other words, the 
Treasury could lose up to $4.0 billion from a policy that abandoned the U S tax treaty network. 

o In any event, U.S. multinational enterprises would be substantially worse off. Their income flows 
before foreign tax would contract from $279 billion to $240 billion. Their combined tax burden, 
counting payments both to foreign governments and the U S Treasury (after allowing for the U.S. 
foreign tax credit), would rise by $9 4 billion. The loss of income coupled with a rising tax burden 
would significantly impair the competitive strength of U.S multinational enterprises relative to rival 
firms based in Japan and Europe 

- G. Hufbauer. "Tax Treaties and American Interests - A Report to the National Foreign Trade 
Council, Inc ' (1988) 

While the preceding analysis dealt with the presence and absence of the tax treaty network in a world 
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where the United States maintained its present income tax system, its conclusions are illustrative of likely 
consequences that would result in a world in which other nations nevertheless maintained their income 
and withholding taxes, despite changes in the U.S. system, and in which U S multinational enterprises 
must compete. Absent a “level playing field" environment, taxes of all types on the income and capital 
flows on the U.S. multinational enterprise can easily escalate in proportion to the economic activity 
involved, and particularly where more than two jurisdictions are involved, can exceed one hundred 
percent. 


In Conclusion 


Again, the Council applauds the Chairman and the Members of the Committee for giving international 
issues prominence in the consideration of fundamental tax reform The NFTC is appreciative of the 
opportunity to work with the Committee and the Congress in going forward into this process of 
consideration of various alternatives, and the Council would hope to make a contribution to this important 
business of the Committee 
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WRITTEN STATEMENT OF J. THOMAS PEARSON, SENIOR VICE 
PRESIDENT, TAXATION, RJR NABISCO 
SUBMITTED TO THE HOUSE COMITTEE ON WAYS AND MEANS 
FOR THE RECORD OF THE HEARING HELD ON JULY 18, 1996, 

ON 

THE IMPACT ON INTERNATIONAL COMPETITIVENESS OF 
REPLACING THE FEDERAL INCOME TAX 

THE TREATMENT OF OVERALL DOMESTIC OR FOREIGN LOSSES UNDER 
A REFORMED FEDERAL INCOME TAX 


Introduction 

As part of Ihe hearings on replacing the Federal income tax. the Committee on 
Ways and Means has examined proposed replacement systems that include an income tax 
with one or more rates and an income tax with unlimited savings deductions. The 
retention of an income lax system, in any form, would continue the need for U.S. tax 
rules that limit the incidence of international double taxation. Thus, presumably, a 
foreign tax credit {‘TTC”) would continue to be available to U.S. -based multinational 
corporations that make income tax payments to foreign governments. A reformed 
Federal income tax system that includes FTCs might similarly retain the current law rules 
for calculating the amount of foreign-source income that enters into the calculation of 
FTCs.' This statement focuses on the disparate treatment ofoverall domestic and foreign 
losses in calculating foreign-source income under current law, an area that warrants 
simplification in any event. 

The Problem With Current Law 

Section 904(f)(1) of the Internal Revenue Code (the “Code”) provides that an 
overall foreign loss that reduces U.S. lax on U.S.-source income must be “recaptured,” by 
re-characterizing subsequent foreign-source income as domestic-source income. Because 
there is no similar rule for an overall domestic loss that reduces foreign-source income, 
taxpayers who have made foreign tax payments with respect to such income lose the 
benefit of FTCs. As a result, international double taxation occurs over time, and thereby 
increases the cost of doing business abroad. Obviously, increasing the cost of doing 
business contravenes the goal of advancing U.S. competitiveness. 

Previous Proposals To Provide Symmetry 

The often cited solution to the problem under current law is to provide symmetry 
in the treatment of overall domestic and foreign losses, beginning with the “Foreign 
Income Tax Rationalization and Simplification Act of 1992, H.R. 5270, introduced by 
former Chairman Rostenkowski and Mr. Gradison of the Ways and Means Committee - 
and as recently as the introduction of the “International Tax Simplification and Reform 
Act of 1995, cosponsored by Ways and Means Committee members, Houghton and 
Levin. Both of the noted proposals would achieve symmetry by increasing the 
complexity of the income tax system: Provision would be made for the re- 
characterization of domestic-source income as foreign, where an overall domestic loss 
has reduced foreign-source income and thereby reduced a taxpayer's FTC. 

An Alternative Proposal To Achieve Symmetry With Simplification 

As first proposed by the Treasury Department in testimony before the Ways and 
Means Committee in 1992, “the goal of simplification would be better served by 
repealing [the rule for overall foreign losses] rather than by enacting re-characterization 


' The relative amounts of foreign- and domestic-source income are relevant because Section 904(f) limits 
the allowable FTC to the U.S. tax on foreign-source income, calculated by multiplying the ratio of foreign- 
source income to worldwide income by the pre-FTC U.S. tax. 
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rules for overall domestic losses.” Significantly, Treasury’s 1992 testimony dismisses 
concerns about whether repeal of the rule for overall foreign losses would erode U.S. 
taxing jurisdiction, and questions whether this is a realistic concern in view of safeguards 
such as the “branch loss recapture” rule of section 367(a)(3)(C) of the Code. 

The theoretical concern identified by Treasury's 1992 testimony is whether the 
repeal of the rule for overall foreign losses would increase incentives to use foreign losses 
against U.S. -source income, while claiming FTCs to limit U.S. tax on foreign-source 
income. The ploy identified by Treasury involves operating foreign loss-generating 
businesses through foreign branches, while earning foreign source income through 
foreign subsidiaries eligible for deferral.” As also noted by Treasury, however, there are 
other safeguards that weigh against this theoretical stratagem: 

1 . Branch Loss Recapture Rule. — The “branch loss recapture rule” in section 367 of the 
Code is specifically aimed at recapturing pre-incorporation losses of a foreign branch, 
where a taxpayer might otherwise incorporate a foreign branch to avoid tax on 
subsequent profits. This provision triggers gain recognition on the incorporation, 
quite apart from the possible application of current law section 904(f)(1) of the Code. 

2. Reduced Utility oj FTCs Since 1986. — The Tax Reform Act of 1 986 and subsequent 
legislation have greatly reduced the efficacy of managing foreign losses via the 
scheme envisioned by Treasury, with many new provisions that weigh against the 
loss-branch/profitable subsidiary strategy in particular, and FTC plaruiing in general: 
For example, under section 904(f)(5) of the Code, separate basket losses are allocated 
pro rata first to separate foreign basket income, before any allocation is made to U.S.- 
source income. As another example, the manner in which the apportionment base 
under the interest allocation rules takes account of stock in a foreign subsidiary results 
in an increased - and unfavorable -allocation of interest expense to foreign-source 
income, greatly increasing the potential for double taxation. In this regard, note also 
that an overall foreign loss can result from the allocation of domestic expenses to 
income derived from a foreign subsidiary operation. 

3. Proliferation of Anti-Deferral Rules. — In addition to the recapture rule in section 367 
of the Code and the reduced utility of FTCs. one might point to the 1 993 enactment of 
the Section 956A tax on the holding of excess passive assets by a controlled foreign 
corporation (“CFC”). Note also that there are five other anti-deferral regimes that 
could apply to a U.S. -owned foreign corporation - eg., the passive foreign 
investment company rules. Section 956A. in particular, operates to impose a current 
U.S. tax even in the case of active business income derived through a CFC. 

Conclusion 

If an income tax system is retained, including a FTC regime, it will be important 
to conform the treatment of overall foreign and overall domestic losses. In this case, 
symmetry can be achieved with simplification by simply repealing the rule for overall 
foreign losses. 
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1. INTRODUCTION . 

The Securities Industry Association (the “SIA") is pleased to make this 
statement for the record on the impact of fundamental tax reform on the competitiveness of 
U.S. businesses.' The SIA welcomes the opportunity to comment on the tax reform proposals 
that Congress will be considering, and supports the efforts of the Committee on Ways and 
Means (the “Committee") to review the effect on international competitiveness of the various 
alternatives that have been proposed to replace the existing federal income tax system. From 
the perspective of the SIA, tax reform in the international area is essential in order to maintain 
the competitiveness of U.S. -based securities firms in an increasingly global economy. 

Many economists have described the increasing globalization of the world 
economy. As we describe below, this process of globalization has been particularly rapid in 
the financial services industry. As U.S. -based securities firms have expanded into the global 
capital markets, they have transformed the securities industry into a worldwide integrated 
business in which U.S. firms have a leading international presence. 

The international provisions of the Internal Revenue Code (the “Code"), 
enacted in the 1960s and last substantially debated and revised in 19$6. have not kept pace 
with the changes in the world economy, and the place of U.S. -based companies in that 
economy. From the perspective both of the securities industry and of the U.S. economy as a 
whole, the growth of truly global operations requires a fundamental change in the assumptions 
upon which our tax laws are premised, particularly assumptions about the structure of the 
financial markets and the activities of market participants. 

The SIA believes that the long-term financial viability of the U.S. financial 
services industry, and in particular the ability of U.S. -domiciled financial institutions to 
compete in the international arena, requires an environment in which all similarly-situated 
competitors - U.S. and non-U. S. alike — are subject to comparable regulatory burdens, 
including the burdens imposed by systems of taxation. In the absence of fundamental revision 
to the international tax rules of the United States, however, the growing dichotomy between 
contemporary commercial realities and the Code will impair the ability of U.S. -based 
companies to compete in the global economy, because foreign competitors generally are 
subject to more economically neutral rules. 

For example, as a result of the subpart F and foreign tax credit anomalies 
described below, the effective tax burden on the U.K. subsidiary of a U.S. -based securities 
firm may well be significantly higher than the amount of tax actually paid by that subsidiary to 
the United Kingdom. Because most continental European universal banks or securities firms 
operate under an exemption regime that does not tax income earned abroad (or operate under a 
foreign tax credit regime that does not have the elaborate rules of the Code), the effective tax 


The SIA is the securities industry’s trade association representing the business interests 
of about 750 securities firms in North America, which collectively account for 
approximately 90 percent of securities industry revenue in the United States. SIA 
members— including investment banks, broker-dealers, specialists and mutual fund 
companies— are active in all securities markets and in all phases of corporate and public 
finance, serving individual and institutional investors, corporations and government 
entities. 



200 


Hearings on ihe Impact on International Con^eiitiveness 
of Replacing the Federal Income Tax 
Statement of the SIA 

burden on income from a U.K. subsidiary of such a continental European competitor is likely 
to be simply the amount of U.K. tax paid. This difference in home country lax regimes means 
that the Code imposes a significant constraint on the ability of the members of the SIA to 
compete in London against their continental European competitors. 

To date, the members of the SIA have relied on their head starts in financial 
technology and in financial product expertise to develop their foreign operations. As these 
gaps narrow, however, the high after-tax cost of deploying capital internationally will make 
SIA members less globally competitive than would be the case if they operated under 
international tax rules comparable to those enjoyed by their global competitors. 

For tax reform to be effective, that reform must be based on a thorough 
understanding of how different global industries operate, in addition, any new system for 
taxing business income of U.S. -based companies earned abroad must be simpler than the 
tortuously complex and arcane international tax rules of the Code. Finally, effective reform 
must remove the existing structural biases of the Code against international business 
operations. 


The remainder of this statement accordingly contains three sections. Part i( 
describes the globalization of the securities industry over the last decade, and the non-tax 
constraints that affect the manner in which a U.S. -domiciled securities firm is structured and 
operates abroad. Part III very briefly describes the principal structural defects of the Code's 
rules applicable to the international operations of U.S. -domiciled securities companies, 

Finally, Part IV turns to the various consumption-tax-based reform proposals that the 
Committee is considering, and discusses their potential Impact on U.S. -based securities firms. 

Because most current tax-reform proposals provide little guidance as to their 
application to financial Intermediaries. Pan IV suggests two structural imperatives that the SIA 
believes must be part of any fundamental tax reform package in order to tax the U.S. -based 
securities industry fairly. First, ail expenses (including interest expense) related to carrying 
on an active securities business should be deductible by firms conducting such a business. 
Second, the difficulties in imposing a territorial tax system on an industry whose transactions 
are as multi-jurisdictional as the security Industry’s must be addressed. Only fundamental tax 
reform that incorporates these imperatives can truly promote the securities industry's 
competitiveness in the global securities markets. 

II. THE SECURITIES INDUSTRY . 

A. Globalization of the Securities Industry . 

The recent and rapid globalization of the securities industry can be seen from 
two different perspectives. From one perspective, the industry has become global in the sense 
that the major firms in the industry now compete for customers outside of each firm's home 
jurisdiction; in fact, international expansion has been a crucial engine of growth for many 
securities firms domiciled within and without the United States. Another way in which to 
view the globalization of the securities industry is from the perspective of the transactions 
entered into by these firms with customers. Increasingly, such transactions are comprised of 
the efforts of personnel and systems located all over the world; it is now very common for a 
single transaction to have personnel employed by several affiliated companies in different 
jurisdictions participating in. and adding value to, the deal. These two global trends are 
discussed immediately below. 

1. Competition for Customers and Business Worldwide . Historically, 
companies needing capital to expand their businesses looked principally to their local capital 
market and to the local financial institutions that could provide them with access to that 
market. In the past, therefore, the U.S. capital market was the principal locus of business for 
U.S. -domiciled securities firms, and their principal competitors were other U.S. financial 
institutions. The U.S. federal income tax rules applicable to U.S. financial institutions reflect 
this traditional domestic focus. 
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In recent years, however, the world’s financial markets have become highly 
integrated and interdependent. Advances in communications and information technologies, 
innovations in financial products, and changes in the relevant regulatory schemes have made it 
possible for the world's financial institutions to conduct their business activities around the 
globe, twenty-four hours a day. As a result, multinational securities firms now enter into 
transactions and services with customers worldwide. These activities include sales and trading 
of securities in all of the major capital markets, and providing corporate finance and 
investment banking services in both developed and developing countries. This increased 
cross-border financial activity is both the result of, and the impetus for, the establishment of 
foreign operations by multinational financial institutions.* As part of this global 
transformation, U.S. -based securities firms have invested billions of dollars to establish 
operations in London, Tokyo, and other important financial centers in order to compete 
actively with other financial institutions to do business with customers based in those 
jurisdictions. Similarly, foreign financial institutions have expanded into markets outside their 
home countries, including the U.S. domestic securities market. 

As a result of carrying out that active competition for customers in those 
important non-U. S. financial centers, members of the SIA now employ thousands of 
employees outside the United States. These international operations in turn contribute a 
substantial portion of the revenues of the worldwide group of companies to which they belong. 
For instance, in 1985 few. if any, members of the SIA earned as much as 10 percent of their 
income overseas, while in 1995 many of the larger members of the SIA derived a very 
significant share of their revenues from foreign operations, in some cases exceeding 50 
percent of such firms' aggreg.itc revenues. 

As a consequence of these changes, U.S.- and foreign-domiciled multinational 
securities firms now compete directly with one another for financial services business in 
financial centers throughout the globe. That competition extends not only to competitive 
incursions into another institution’s domestic markets ( e.g. , Swiss banks doing business in the 
United States, or U.S. securities firms competing in Frankfurt for German domestic securities 
business), but also, and more meaningfully, to third-country inicrnational financial services 
centers ( e.g. , U.S., Swiss and German institutions all competing in London). 

As this trend toward globalization has progressed. U.S. -based securities firms 
have become recognized leaders in the global securities industry: in fact, U.S. -based securities 
firms are responsible in large part for the recent surge in technological and financial 
innovation that has resulted in globalization of the industry. Due to their expertise and 
technological advantages, U.S. -based securities firms have become part of the small group of 
multinational securities firms that dominate the global capital markets.^ Maintaining this 
position of leadership is important not only for chose firms and their international customers, 
but also for their U.S. employees and for their U.S. customers, which benefit from the 
innovative products and services offered by U.S. -based securities firms/ 


Evidence of the increasingly cross-border nature of the securities markets is plentiful. 
For instance, the share of the aggregate capitalization of the global equity market 
represented by U.S. companies has gone from 52.9 percent in 1980 to 38.6 in 1995; in 
the global bond market, (hat share has also decreased, from 52.6 percent in 1985 to 
43.4 in 1995. See 1996 Securities Industry Fact Book (published by the SIA). In 
short, the global securities market pie has grown larger, and other nations are seeking 
capital in increasing amounts relative to the United Stales. Thus, the future pre- 
eminence of the U.S. -based securities industry will be determined by how It can 
compete in a world in which the demand for capital is increasingly located outside the 
United States. 

In fact, “league tables” ( i.e. , rankings in the securities industry) for 1995 list 12 
members of the SIA among the 15 highest ranking firms in terms of worldwide equity 
and debt offerings. ^ Investment Dealers Digest . Jan. 8, 1996, at 37. 

The contribution that members of the SIA make to the U.S. economy is substantial. 

SIA members collectively employ about 350,0(X) individuals. Moreover, they manage 

(continued...) 
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2. Cross-Border Transactions . The globalization of the securities industry 
extends not only to the location of the industry’s customers but to the very nature of the 
transactions and trading activities that lake place every day among market participants. As 
technology helps to create a more efficient global market, an increasing number of interested 
and Informed issuers, investors and traders come together to lower costs, collapse earnings 
differentials, hedge risks, impound new information quickly into prices, and efficiently 
allocate capital. The transactions that comprise global trading activities often involve the 
participation of personnel in several jurisdictions in order to complete a single transaction. 

To lake one simple example, a U.K. institutional investor wishing to purchase 
shares in a Mexican company may go to a London-based salesperson employed by a U.K. 
subsidiary of one of the members of the SlA to effect the transaction. In order to gel those 
shares for the customer, the U.K. subsidiary typically would purchase them from or through 
its U.S. broker-dealer affiliate, where its Latin American equity traders are located. Research 
analysts covering that Mexican issuer (whose research reports formed the basis of the U.K. 
customer’s decision to invest) in turn might be located in a Mexico City office. The U.K. 
subsidiary might take credit risk with respect to Its customer’s obligation to settle the trade, 
while the U.S. affiliate takes market risk In respect of trading in the security in question. 
Finally, the “back office" trade support and clearing functions might be located in a fourth 
affiliate in a different location. All of these affiliates would be joined by sophisticated 
electronic communications networks, so that from the perspective of the customer the trade is 
executed seamlessly. 

B. Structure of International Securities Businesses . 

Unlike the conduct of most multinational businesses, the conduct of a financial 
services business generally is regulated . As a result, U.S.-domiciled securities firms operate 
under important and substantive non-tax constraints— particularly regulatory capital and 
inventory funding requirements— on their operations and funding in the major financial 
services centers within and without the United States. 

Because the treatment of interest expense is critical to financial services 
institutions, and because Congress has in the past viewed the allocation of interest expense by 
multinational companies as a potential source of abuse, it is important to appreciate that the 
non-tax substantive regulation of financial services companies subsianiialiy reduces the ability 
of U.S. -domiciled financial institutions to capitalize or operate their foreign subsidiaries to 
minimize their U.S. tax liabilities. The discussion immediately below demonstrates the 
significance of the treatment of interest expense to financial services companies and the 
regulatory and practical constraints circumscribing, in particular, the capitalization of foreign 
securities affiliates by U.S. -domiciled securities firms. 

1. Regulatory Capital Requirements . U.S. industrial corporations doing 
business outside the United States generally are subject only to modest legal requirements as to 
the amount and form of capital required to be held by the entities through which that non-U. S. 
business is conducted. By contrast, a foreign subsidiary of a U.S. -based securities firm 
generally is subject to a stringent regulatory regime in the foreign jurisdiction in which that 
subsidiary operates.^ 

As with U.S. securities regulation, the principal purpose of foreign regulation is 
generally to protect the customers of a foreign securities subsidiary by ensuring that the 


(...continued) 

the accounts of more than 50 million investors directly and tens of millions of investors 
indirectly through corporate, thrift and pension plans. 

’ As a practical matter, the interaction of U.S. and foreign securities regulations 

ordinarily impels U.S. multinational securities firms to conduct their international 
operation largely through subsidiaries, rather than branches. 
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subsidiary can fulfill its obligations lo customers on a stand-alone basis. To that end. most 
foreign regulatory regimes will, among other matters, (i) impose net capital requirements and 
require the subsidiary to maintain a minimum level of capitalization at all times and (ii) in the 
European Community, in particular, limit the amount of credit that can be extended to other 
affiliated companies (so-called ‘‘large exposure” limitations). One consequence of these 
requirements is to restrict significantly the ability of a foreign securities subsidiary, as 
compared to a foreign subsidiary of a U.S. industrial company, to shift funds to related 
entities, whether through dividends or through other mechanisms. 

2. Inventory Funding Requirements . A securities dealer finances its day- 
to-day operations with a much higher level of leverage than does a non-financial business 
( e.g. , a 20:1 or 30: 1 debt-equity ratio rather than a 1:1 or 2:1 debt-equity ratio). Much of 
this leverage is attributable, on the one hand, to a securities dealer's commercial need to carry 
an enormous volume of securities in inventory, and, on the other, to the dealer's ability to 
finance that inventory at attractive rates, typically through secured financing arrangements. A 
high level of leverage thus is an essential component of a securities firm's ordinary business 
operations. Because the amount of funding that such a firm needs is driven by its day-to-day 
business operations, funding requirements also vary on a day-to-day basis, and the firm 
therefore must constantly adjust its funding levels to reflect varying securities positions. 

A foreign securities subsidiary, like a domestic U.S. firm, requires regular 
access to short-term funding lo finance Its inventory of liquid securities positions. The best 
source of such funding frequently is in the local market in which the subsidiary operates, 
because much of the subsidiary’s borrowings will be collateralized by securities inventory that 
trades in the local market, and that market generally provides the lowest-cost funding available 
for such collateralized borrowings. Foreign securities subsidiaries therefore regularly operate 
with high levels of short-term funding from local capital markets, which funding in turn 
usually is secured by the collateral ( e.g. . inventory) being funded. 

As the discussion below suggests, the current International tax rules of the Code 
do not fairly deal with interest expense. In light of the critical importance of interest expense 
to the securities industry, it is crucial that any fundamental tax reform correct these flaws. 

III. FLAWS IN THE EXISTING INTERNATIONAL TAX REGIME . 

To date, the success of U.S. -based securities firms has come in spite, not 
because, of the outdated, complex and anti-competitive international U.S. tax rules. This Part 
111 briefly reviews some of the most important deficiencies of current law, in the hope that any 
fundamental tax reform recommended by the Committee will not repeat these errors. 

Subparl F of the Code imposes special anti-deferral regimes on foreign 
investment earnings ( e.g. , interest and dividends) of U.S. taxpayers. The first fundamental 
tax hurdle faced by U.S. -based securities firms is that slocks, bonds and other securities, 
which give rise to investment income in the hands of most taxpayers, are simply inventory to 
such firms. The Code has failed to recognize this distinction, and in many cases treats U.S.- 
based multinational securities dealers as if they were investors, rather than bona fide active 
businesses, thereby subjecting significant revenues earned by such firms in the active conduct 
of their businesses to the anti-deferral regimes intended to discourage offshore incorporated 
investment vehicles. Similarly, the “investment in U.S. properly” rules contained in subparl 
F simply do not work when applied to ordinary course-of-business activities of multinational 
securities groups. No industry outside the financial services sector is subject to the anti- 
deferral rules of subparl F in respect of its core business activities. 

A second hurdle that the Code currently presents to U.S. -based securities firms 
is that the foreign tax credit rules of the Code — whose purpose is to prevent double taxation of 
the same earnings by both a foreign jurisdiction and the United States— do not operate as they 
were intended. For instance, the special foreign lax credit rules relating to ihe treatment of 
interest expense for multinational firms date back to 1986. and have the effect of treating 
U.S. -based securities firms as if they pay more foreign tax on less foreign income than is 
really the case, with the result that some foreign income of these firms that is subject to 
foreign tax is taxed a second time by the United States. While these rules apply to all U.S. 
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firms, they produce particularly harsh results when applied to securities firms, because such 
firms necessarily have high leverage and operate within a unique regulatory and market 
environment that restricts how and where they borrow. These rules also stand in contrast to 
the tax regimes applicable to foreign securities firms, which generally are not subject to any 
special limitations on the deduction of interest expense at all. 

The SIA has developed and proposed specific amendments to the Code designed 
to deal with these (and other) hurdles with which the Code confronts the U.S. -based securities 
industry. The SIA’s proposals, however, are not the focus of this statement;*’ rather, this brief 
discussion on the shortcomings of current U.S. tax law puts into context the discussion that 
follows regarding the proposals for fundamenia! tax reform that the Committee is considering. 

IV. TAX REFORM PROPOSAL S. 

A. General Concer ns. 

The SIA believes that the foregoing discussion makes a compelling argument 
for revising the U.S. tax rules applicable to the international operations of U.S. -based 
securities firms, but leaves open to question the ideal form of such chaitge. The alternatives 
under consideration by the Committee generally fall into two categories: consumption-based 
tax proposals of various kinds, and a modified income tax. Each of the consumption tax 
proposals would involve a drastic shift in U.S. tax policy as it applies to business income 
earned abroad, from a system that taxes the worldwide income of a U.S. taxpayer to a system 
that by its namre is territorial. 

Each system would tax a business enterprise on its gross receipts from sales or 
exchanges of property or services used (In the case of destination-based systems) or produced 
(in the case of origin-based systems) in the United States. E.xcluded from income under these 
proposals would be gross receipts and purchases of foreign branches or affiliates, as well as 
dividends from foreign subsidiaries. As a result, each of the consumption tax proposals 
exempts from federal tax income that is earned outside the United States, regardless of 
whether derived from the conduct of a business or from investment, and regardless of whether 
earned by U.S.- or foreign-based companies. Because each of these systems excludes income 
earned from foreign operations from the U.S. tax base, these proposals presumably would 
make obsolete the Code’s foreign tax credit rules and the Code’s complex set of anti-abuse 
rules relating to unrepatriaied income of U.S. controlled foreign corporations. 

This radical simplification of the international tax regime is welcome in 
principle. That simplification may prove to be illusory however, unless certain critical issues 
are addressed in more detail. While most of the consumption tax proposals envision special 
rules for financial intermediaries, those rules are not fully developed. For example, in view 
of the treatment of interest expense as non-deductible for non-financial intermediaries in many 
of the tax reform proposals, the distinction between financial intermediaries and other 
taxpayers, or financial intermediation and other businesses carried out by the same taxpayer, 
will be essential to assessing the impact of any proposal upon the U.S. financial services 
industry. Similarly, and as discussed below. Congress will need to devote considerable energy 
to developing rules for determining where financial products or services will be treated as 


Attached as an exhibit is a technical memorandum dated April 3, 1996, which was 
written by an ad-hoc group of SIA members. The memorandum discusses in more 
detail the SlA’s concerns about the operation of the existing international tax regime, 
sets out its specific suggestions for reforming the international tax provisions of the 
Code and attaches an appendix with a comparative analysis of how different 
jurisdictions lax the international financial services activiiies of their financial services 
companies. A series of examples illustrating the application of current law to common 
fact patterns involving the international operations of U.S. -domiciled securities firms is 
attached as a second exhibit. The technical memorandum has previously been 
submitted to the staff of the Joint Committee on Taxation. 
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produced or used, particularly when value is added to a single trade by affiliates in several 
Jurisdictions. 


Finally, aside from the concern over the specifics of each of these proposals, 
the adoption of any one of these proposed systems of taxation would raise many additional 
concerns of interest to U.S. financial institutions, including (i) the potential capture by foreign 
countries of the business tax base foregone by the United States and (ii) the risk of 
undermining the current income tax treaty system, and in particular the reduced rates of 
foreign withholding tax provided by those treaties. 

In light of the above concerns, it is impossible for the SIA to support outright 
any one of the packages for fundamental tax reform being considered by the Committee; each 
proposal being considered, in respect of how it would tax the securities industry. leaves too 
many questions unanswered or leaves them to be answered by future regulations. Without 
clear rules, any claimed gains in simplicity and competitiveness would be illusory, lost in the 
costs of compliance with a complex tax system with which the securities industry has no 
experience in dealing. 

Rather than support any one of the tax reform proposals being considered, the 
SIA offers instead two structural Imperatives that it believes must be part of any tax reform 
proposal that wants to promote the competitiveness of the U.S. -based securities industry. 

First, alt expenses related to (i) carrying and trading securities and (ii) writing financial 
contracts, should be considered deductible by those carrying on an active securities business. 
Second, the difficulties attendant on any territorial tax system as applied to securities 
transactions ( i.e. , the problems associated with determining either the origin or destination or 
jurisdiction of use of income from such transactions) need to be addressed; without clear rules 
as to when income from multi-jurisdictional, multi-input transactions will be taxed, a 
territorial system offers no particular advantage over the current U.S. tax regime. These two 
imperatives are discussed below. 

B. Structural Impeiaiives For Fundamental Tax Reform . 

1. Expense s. As demonstrated above, the securities industry carries out active 
businesses with customers as financial advisors and as dealers in securities and financial 
contracts. The securities industry is similar in some respects to other industries in that a 
securities firm must maintain substantial positions in inventory, both in the traditional sense of 
securities held for resale to customers, and in the sense of contractual positions (c^, swaps) 
entered into with customers that are carried on the books of swap dealer affiliates, To do so 
requires both substantial financing costs and extensive hedging of positions to minimize, for 
example, the risk of loss while holding such securities <cven for a few moments) before these 
securities can be sold to customers. 

Under most of the proposals being considered by the Committee, interest 
expense would be deductible by financial intermediaries, a group which includes securities 
firms. The proposals are silent, however, regarding the deductibility of non-interest-expense- 
related costs (such as option premiums on unexercised options and other costs of hedging 
inventory risk) incurred by U.S. -based securities firms in the ordinary course of business. 
These costs and expenses are not ancillary issues to securities firms, but rather go to the heart 
of their business operations; as a result, it is critical that all such items remain fully deductible 
in calculating a securities firm’s tax base. 

2. Origin/Use/Destination . Each of the proposals under consideration by the 
committee would tax a U.S. -based securities firm on its gross receipts from sales of property 
and services used ([^. destination-based) or produced ( i.e. , origin-based) in the United 
States. While such rules might be straightforward to apply to industries that produce and sell 
tangible products, the globalization of the securities industry has resulted in an industry whose 
products and services cannot easily be contained within an origin- or destination-based 
construct. 


Securities transactions in the modern global economy have many parts. 
Marketers, traders and “back-office” personnel all provide essential input into each 
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transaction. Increasingly, these inputs are located in different jurisdictions, making it difficult 
(if not impossible) to designate one jurisdiction as the one which has produced the product or 
service. In addition, the capital put at risk by a worldwide securities group in effecting a 
cross-border transaction might be provided several affiliates: one affiliate might take the 
customer credit risk, for example, while another assumes the market and hedging risk 
associated with a customer position. The significance of capital as a key factor in the 
production of income by a securities firm thus further complicates the above analysis. 

It is equally difficult to assess in which jurisdiction the end result of a securities 
transaction is pul to use the destination of the transaction). For instance, a Swiss 
industrial firm wishing to hedge the U.S. dollar/Swiss franc risk related to the stock it holds in 
its U.S. subsidiary might enter into a currency swap with the U.K. affiliate of a U.S. -based 
securities firm. The jurisdiction that is the “destination" of that hedge transaction could be 
Switzerland or the United Slates, or even the United Kingdom, depending on whether the 
transaction is viewed on its own or by its purpose as a hedge, and if a hedge, where the risk 
being hedged is treated as located. 

Neither the Code nor the fundamental proposals under consideration by the 
Committee were devised to account for these sorts of multi-jurisdictional transactions in which 
value is added to every trade by affiliates all over the world; instead, the focus of those rules 
is the physical location of a particular trade or product, which is no longer readily identifiable 
in a world of electronic trading of securities that are not themselves even embodied in physical 
certificates. Establishing the geographical source of global securities, therefore, is 
increasingly difficult. Even physical marketplaces ( e.g. , trading floors and clearing houses), 
in many cases, are being overtaken by virtual marketplaces ( e.g. , networks of computers and 
users) as the situs of transactions. In a world of global integrated markets and simultaneous 
electronic trading in many jurisdictions, the concept of a geographic source or destination of a 
transaction or product thus provides a weak nexus for classifying global trading activities. 

An analogy for the problems presented by attempting to tax mulii-jurisdiciional 
securities transactions in a territorial tax regime are the issues presented by electronic 
commerce on the Iniernei. Like securities transactions in the global marketplace, it is 
impossible to tax transactions that occur on the Internet without taking into account the 
realities of the instantaneous global electronic marketplace. Internet transactions also involve 
inputs from consumers and producers all over the world, and determining which jurisdictions 
have a taxable nexus to such transactions is difficult. The Treasury Department and others are 
currently mounting efforts to provide tax rules that take into account the increasing amount of 
electronic commerce — commerce that is being conducted in a very different way than in the 
past— and make it easier to determine the situs and tax the income from such transactions.’ 

While electronic transactions on the Internet and other computer-based markets 
present similar problems in respect of taxation as do securities transactions in the global 
marketplace, one key difference between the two is that the concerns of the securities industry 
over the taxation of multi-jurisdictional securities transactions have been present for more than 
a decade, and have grown in intensity concomitant with the global growth in the securities 
industry. These concerns, as they relate to electronic commerce over the Internet, are still in 
their infancy. As applied to the securities industry, by contrast, these problems are serious 
concerns today , and will become even more important in any lerriiorial-based tax system. 


For instance, at an ABA Tax Section meeting on May 10, 1996, Bruce Cohen of the 
Treasury Department’s office of International Tax Counsel stated that an issues paper is 
being prepared that will highlight the major tax issues in the Internet and electronic 
communications areas, and asked for practitioner input. 71 Tax Notes 1009, May 20, 
1996. Similarly, the Federation of Tax Administrators recently held a conference to 
discuss nexus issues regarding, in part, taxation of transactions on the Internet. Tax 
Notes Today, May 14, 1996. Such concerns also are being addressed at the state level. 
See States Seek to Tax Internet Sales and Services , Tax Notes Today, June 18, 1996. 
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A proposal for tax reform that lacks clear rules for determining when (and how) 
income from the multi-jurisdictional, multi-input transactions that are characteristic of the 
global securities industry will be taxed cannot possibly treat fairly the firms in that industry. 
While all of the proposals under consideration by the Committee are commendable for their 
efforts to simply the international U.S. tax rules, none contains clear rules as to how to source 
the income of U.S. -based securities firms. 

V. CONCLUSION . 

The SIA believes that the existing international tax rules of the United States 
have a strong structural bias against the international operations of U.S. -domiciled securities 
companies. That bias is apparent when the Code's rules applicable to multinational securities 
firms are compared with the tax regimes under which non-U. S. competitors operate. That bias 
also is visible when the Code's treatment of the international operations of U .S. securities 
firms is compared to its treatment of analogous international activities of U.S. industrial firms. 
The international successes achieved to date by members of the SIA thus have come in spite, 
not because, of the tax environment in which those firms operate. 

The SIA has tried to demonstrate in this statement that the adoption of any one 
of the consumption-tax-based proposals currently under consideration would, at best, not harm 
the U.S. -based securities industry and, at worst, would worsen the competitive position of that 
industry. While the current system admittedly requires significant amendments, the SIA 
cannot unqualifiedly support radical reform unless that reform clearly addresses how the new 
system would tax the international business of the U.S. -based securities industry. 

Accordingly, the SIA encourages the Committee to continue its efforts to 
reform U.S. tax law, but hopes that the Committee will work to add much-needed clarity to 
what are today only sketches of possible alternative systems. If nothing else, the SIA hopes 
that this submission demonstrates that a tax regime modeled on the manufacture and sale of 
tangible property cannot simplistically be extended to the multi-jurisdictional trading of 
intangible financial products. 

[Technical Memorandum is being retained in Committee Files.] 




IMPACT OF REPLACING THE FEDERAL 
INCOME TAX ON MANUFACTURING AND 
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WEDNESDAY, JULY 31, 1996 
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Washington, DC. 

The Committee met, pursuant to notice, at 10:15 a.m., in room 
1100, Longworth House Office Building, Hon. Bill Archer (Chair- 
man of the Committee) presiding. 

[The advisory announcing the hearing follows;] 
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Archer Announces Hearing on 
the Impact of Replacing the Federal Income Tax 
on Manufacturing and Energy and Natural Resources 

Congressman Bill Archer (R-TX). Chairman of the Committee on Ways and Means, 
today announced that the Committee will hold a hearing to examine the impact of the 
proposed replacement tax systems on manufacturing and energy and natural resources. The 

hearing will take place on Wednesday, July 31, 1996, in the main Committee hearing 
room, 1100 Longworth House OfHce Building, beginning at 10:00 a.m. 

BACKGROUND : 

As part of its hearings on replacing the Federal income tax, the Committee on Ways 
and Means has begun to examine how the proposed replacement systems would affect specific 
segments of society and the economy. Witnesses will be asked to focus on the advantages 
and disadvantages of some of the proposed replacement tax systems using the following 
guidelines: 

1. The basic alternatives are: an income tax (with one or more rates); a flat tax (such 
as the one introduced by Flouse Majority Leader Dick Armey); a national sales tax (such as 
the one introduced by Reps, Schaefer and Tauzin); a value added tax (either subtraction 
method as proposed by Rep. Gibbons or an invoice-credit method); and an income tax system 
with an unlimited savings deduction (such as the USA tax system introduced by Senators 
Domenici and Nunn). 

2. The alternatives, whenever possible, should be considered in their pure, conceptual 
form (i.e., wimesses are discouraged from focusing exclusively on all the permutations of a 
so-called "flat tax" or on which items should (or should not) be exempted from a tax). 

3. Any new tax system would replace the individual income tax, the corporate income 
tax, and estate and gift taxes. Witnesses could also consider replacement of payroll taxes and 
excise taxes, as long as they consistently considered such replacement for all proposed tax 
systems. 

4. Replacement must be deftcit-neutral, both in the short-term and the long-term. 

Following this hearing, the Committee will continue to examine the impact of the 
proposed alternatives, including the effects on; individuals and families; employee benefits 
and retirement and personal savings incentives; home ownership and real estate generally; 
agriculture; retail sales; financial services; service industries; and health care. Dates for 
uiCsc kill, bk. ukkXkOunccd ir, cac or more fktturc press releases. 

FOCUS : 

The focus of this hearing will be limited to the impact of fundamental tax reform on 
domestic manufacturing and on energy and natural resources. 
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DETAILS FOR SUBMISSIONS OF REQUESTS TO BE HEARD : 

Requests to be heard at the hearing must be made by telephone to Traci Altman or 
Bradley Schreiber at (202) 225-1721 no later than the close of business Wednesday, July 24, 
1996. The telephone request should be followed by a formal written request to Phillip D. 
Moseley, Chief of Staff, Committee on Ways and Means, U.S. House of Representatives, 

1 102 Longworth House Office Building, Washington, D C. 20515. The Committee staff will 
notify by telephone those scheduled to appear as soon as possible after the filing deadline. 

Any questions concerning a scheduled appearance should be directed to the Committee staff at 
(202) 225-1721. 

In view of the limited time available to bear witnesses, the Committee may not be 
able to accommodate all requests to be heard. Those persons and organizations not 
scheduled for an oral appearance are encouraged to submit written statements for the record of 
the hearing. All persons requesting to be heard, whether they are scheduled for oral 
testimony or not, will be notified as soon as possible after the filing deadline. 

Wimesses scheduled to present oral testimony are required to summarize briefly their 
written statements in no more than five minutes. THE FIVE-MINTJTE RULE WILL BE 
STRICTLY ENFORCED. The full written statement of each witness will be included 
in the printed record. 

In order to assure the most productive use of the limited amount of time available to 
question wimesses, all witnesses scheduled to appear before the Committee are required to 
submit 300 copies of their prepared statements for review by Members prior to the hearing. 
Testimony should arrive at the Committee office, 1102 Longworth House Ofiice 
Building, no later than 10:00 a.m. on Monday, July 29, 1996. Failure to do so may result 
in the witness being denied the opportunity to testify in person. 

WRITTEN STATEMENTS IN LIEU OF PERSONAL APPEARANCE : 

Any person or organization wishing to submit a written statement for the printed 
record of the hearing should submit at least six (6) copies of their statement, with their 
address and date of hearing noted, by the close of business, Wednesday, August 14, 1996, to 
Phillip D. Moseley, Chief of Staff, Committee on Ways and Means, U.S. House of 
Representatives, 1 102 Longworth House Office Building, Washington, D.C. 20515. If those 
filing written statements wish to have their statements distributed to the press and interested 
public at the hearing, they may deliver 200 additional copies for this purpose to the 
Committee office, room 1102 Longworth House Office Building, at least one hour before the 
hearing begins. 

FORMATTING REQUIREMENTS : 

Eaeb ititamiBt prMMtad for pitaMBf to Um CommltlM by t vltitoo. any wrtlt« ftatanaBl «r nlilUt nbaitttod for tbo printed record 
tr U7 written eonmeDti In reopoaet to i roqooot (or written eoBBonti ann eoBfora to ttte iDldeUnoo lined boiow. Anj nalement « 
iihlblt not In eoapUaneo with theoe (OldeUnoi wUl not bo printed, bat wUl bo anlntiloed In the CoBUilttae flloo for nolow nnd nie by fte 
CoouBlttee. 

1. All ototoBoatt end any aoeompanylng oiUblti (or prinOnf aon be typed In atnfle ipaee on lofal-olza paper and any net 

exceed a total of lO pafoe Bdadtoc attactamoaa. 

Z. Coploo of whole doouneatt oabaltted w exhibit aatalt] will not be aoeopted fa printtnf. Initaad. oihlblt "latartai ihoold be 

refemced and qnoted « paraphraeed. AD eiblUt aateilal not aeetlaf theoe ipodfl cattail will be malntalBed In the Ceaunlttee die* tor 
rofliw and uo by the Conalttoe. 

1 A wltaeeo anwaitac at a pabUe bearlnc, or nbaltfing a etatoaeat (v the reeatt of a imblle heaitaif. or rabaltttnc written 

eonuBona In reopoBae to a paMlabed reqneat fa eoBunena by ttie CanalOee. aoit Inelode on ba otataaont a cnbmlMlca a Uot of afl 
dlanta, pereou. a afanlattOBi ob wbooe behalf the wtaoxo appean. 

4. A oapplaaental aheot amt aecompany each etatoaeat Uitinf the aaae. fnO addreae. a toleptaaie niunlwr where the wlaeoe 

a the deettneted repreeentattve aay be roaehed and a tepleal oatUne a eaaaary of the eoBBMa and recoBBendattone In the full 
atateaent Thla enpplaBental aheot will n« be Ineloded la the printed rworl 

The above reatriefloaa and Haiattona apply only to aaterial belaf anbaltied fa printing. tateneBa and oihllda a aappleaentary 
aaterial aobmlttad aolely fa diatribotlOB a the Heabera, the pma and the pnhUe daring the eonrae of a pnbUe hearing aay be anbaltted in 
otha forma. 

Note: All Committee advisories and news releases are now available on the World Wide 
Web at ’HTTP:/AVWW.HOUSE.GOVAVAYS_MEANS/’ or over the Internet at 
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Chairman Archer. The Committee will come to order. 

The Chair apologizes for the delay in starting the hearing this 
morning, but we never know when there is going to be a vote. I 
think most people here understand when those two lights come on 
and the two buzzers sound, we have got to get over there and vote. 
So with apologies to all of you, we will now begin. 

The distinguished Member of the Committee, the gentleman 
from Missouri, Mr. Hancock, will introduce our first witness this 
morning. 

Mr. Hancock. Mr. Chairman, I want to thank the Chairman, 
and I regret other Members are not here for the testimony that will 
be forthcoming. Maybe they will show up shortly. But I appreciate 
the opportunity to talk to you about one of the most outstanding 
individuals I have ever known. 

On April 21, 1991, in the Springfield, Missouri, News and Lead- 
er, in my hometown of Sprin^eld, Missouri, I read this article. It 
says, “15-Year Battle With IRS Brings Bittersweet Victory.” 

Even though I had known Mr. Johnson for 49 years, this was the 
first time I had ever heard of the difficulties with the Internal Rev- 
enue Service. I called Mr. Johnson and had lunch with him the 
next day, and he told me the story about what had happened to 
him and his dealings with the Internal Revenue Service. 

Again, I would like to point out that Mr. Johnson never contacted 
me, nor did he ever ask me to take any action whatsoever on his 
part as a Member of the U.S. Congress. But after hearing his story, 
if I had not known Mr. Johnson prior to this time and completely 
trusted his honesty and integrity, I would not have believed in a 
free society this could happen to anyone. 

Let me go into a little detail on my 49-year association with Mr. 
Johnson and his wife, Jean, whom I have also known for 49 years. 

Johnny Johnson was president of the fraternity I pledged in 1947 
when I entered college at Southwest Missouri State College. He 
was 7 years older than I, had flown B-17s for 29 missions over 
Germany, while our colleague, Sam Gibbons, who isn’t here, was 
fighting the battle on the ground. Quite frankly, for an 18-year-old 
freshman who had never been over a thousand miles away from 
home, Mr. Johnson was a hero. We certainly would be better off 
today if freshman students had people like Mr. Johnson to consider 
their heroes. 

He was going to school on the GI bill and carrying a paper route 
morning and night to pay his way. I am sure his influence on me 
caused me to join the U.S. Air Force as my choice of services in 
1951 during the Korean war. 

I have now known Mr. Johnson for 49 years. I know very few 
people — I know no one I respect more. 

Mr. Chairman, Members of the Committee, I want to ask you for 
the next few minutes to put yourself in Mr. Johnson’s shoes. Think 
about how you would have reacted if the same thing had happened 
to you. Listen to his story closely. 

Mr. Johnson is a convicted felon. Neither Mr. Johnson nor his 
wife, Jean, knowingly or willfully intended to violate the income 
tax law. On the other hand, two Federal courts have determined 
the Internal Revenue agents did willfully violate the law, and they 
have never been prosecuted. In fact, the Justice Department is con- 
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tinuing to defend the agents by appealing another decision that 
was handed down on May 16, 1996. 

Let me close by pointing out what the U.S. district judge said in 
his decision; “Because of the unmitigated arrogance and unpro- 
fessional conduct of the U.S. attorney from the Department of Jus- 
tice, there is a word to be said about obedience to the integrity of 
the adversarial process.” He went on ahead to say, “The U.S. attor- 
ney is a representative not of an ordinary party to a controversy, 
but of a sovereignty whose obligation to govern impartially is as 
compelling as its obligation to govern at all and whose interest, 
therefore, is not that it shall win but that justice shall be done.” 
Burger v. United States. I don’t know the date. I don’t know the 
citation. 

Mr. Chairman, the judge concluded, “let the process end here,” 
20 years after it began. 

One final note, a footnote to his decision says, “Reforestation to 
replace the trees for paper in this case will cost more than was col- 
lected in taxes from the Johnsons in 1981.” 

Thank you again, Mr. Chairman. Again, I wish there were more 
Members of this Committee to hear the story, which is a story that 
supports your position completely about what needs to be done as 
far as our income tax law is concerned. 

If anyone has any questions of me before Mr. Johnson talks, I 
will be more than happy to try to answer them. 

Thank you. 

[The opening statements of Mr. Hancock and Mr. Ramstad fol- 
low:] 
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INTRODUCTION OF JOHNNY JOHNSON 
BY REP. MEL HANCOCK 
BEFORE THE WAYS & MEANS COMMITTEE 
JULY 31, 1996 

I want to thank the Chairman and the Members of the Ways & Means 
Committee for holding this hearing and allowing me to introduce one 
of the most outstanding individuals I have ever known. 

On April 21 , 1991 in the Springfield News-Leader in my home town of 
Springfield, Missouri, I read this article. Even though I had 
known Mr. Johnson for 44 years, this was the first time I had ever 
heard of his difficulties with the Internal Revenue Service. 

I called Mr. Johnson and had lunch with him the next day and he 
told me the story about what had happened to him in his dealings 
with the Internal Revenue Service. Again, I would like to point 
out that Mr. Johnson never contacted me nor did he ever ask me to 
take any action whatsoever on his part as a member of the United 
States Congress. But after hearing his story, if I had not known 
Mr. Johnson prior to this time and completely trusted his honesty 
and integrity, I would not have believed that in a free society, 
this could happen to anyone. 

Let me go into a little detail of my 49 year association with Mr. 
Johnson and his wife Jean, who I have also known for 49 years. 

Johnny Johnson was President of the fraternity I pledged in 1947 
when I entered college at Southwest Missouri State College. He was 
seven years older than me, and had flown B-17's for 29 missions 
over Germany (while our colleague Sam Gibbons was fighting the 
battle on the ground with the paratroopers). Quite frankly, for an 
eighteen year old freshman who had never been over 1,000 miles away 
from home, Mr. Johnson was a hero. We certainly would be better 
off today if freshmen students had people like Mr. Johnson to 
consider their heroes. He was going to school on the GI bill and 
carrying a paper route morning and night to pay his way. I'm sure 
his influence caused me to join the United States Air Force as my 
choice of services in 1951 during the Korean War. 

I have now known Mr, Johnson for 49 years. I know very few people 
who I respect more, 

Mr. Chairman, and Members of the Committee, I ask you for the next 
few minutes to put yourself in Mr. Johnson's shoes. Think about 
how you would have reacted if the same thing had happened to you. 

Listen to his story closely. 

Mr. Johnson is a convicted felon. Neither Mr. Johnson nor his wife 
Jean knowingly or wilfully intended to violate the income tax law. 

On the other hand, two Federal courts have determined that the 
Internal Revenue agents did willfully violate the law, and they 
have never been prosecuted. In fact, the Justice Department is 
continuing to defend the agents by appealing another decision 
handed down on May 16, 1996. 

Let me close by pointing out what United States District Judge 
Kenneth M. Hoyt said in his decision: 

"Reforestation to replace trees used for paper in this case 
will cost more than was collected in taxes from the Johnsons 
in 1981," 


Thank again to the Committee. If anyone has any questions of me 
before Mr Johnson is recognized, I will be glad to respond. 
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STATEMENT OF REP. JIM RAMSTAD 
WAYS AND MEANS COMMITTEE 
HEARING ON REPLACING THE FEDERAL INCOME TAX 

July 31, 1996 

Mr. Chairman, thank you for holding this important hearing on how 
replacing the federal income tax might impact America’s manufacturing 
sector and our energy and natural resources. 

Clearly, we need a tax system which is simpler and fairer for all 
Americans. We need a system which raises the standard of living for 
families, encourages Americans to save, increases capital investment and 
boosts our international competitiveness. 

And like many Americans who are concerned both about the health of 
our economy and the health of our environment, I know our legacy must 
be that we leave a strong economy and a sound environment to our 
children and their children. It is absolutely critical for us to do both. 

I am looking forward to hearing the input from our distinguished panelists 
today. I am also glad we are hearing from Mr. Johnny Johnson today, 
who will help us have some grasp of the intrusiveness and abuses of 
power that have grown out of our current tax system. 

Thank you, Mr. Chairman. 
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Chairman Archer. Well, Mr. Hancock, you make an excellent 
beginning witness for the Committee in your articulation. 

Before we hear from Mr. Johnson, I just want to say briefly to 
the Committee that today we continue our hearings on fundamen- 
tal structural tax reform, and we will continue to examine the im- 
pact of replacing the Federal income tax as it will affect manufac- 
turing, energy and natural resources. These sectors of our economy 
are extremely capital intensive. Both industries employ many 
Americans, but they require a tremendous amount of investment in 
order to keep people employed. Both are also integral to the eco- 
nomic future of the Nation. We really can’t have long-term eco- 
nomic growth without a strong manufacturing and energy base. 
Understanding the impact of the tax system on these industries is 
critical to fundamental tax reform. 

But before turning to the subject of that hearing, we will detour 
briefly to hear Mr. Johnson, whom you have beautifully introduced, 
so that he can tell us about his experiences — perhaps a euphemism 
to say untoward and unfortunate — with the IRS. 

Our colleague, Mel Hancock, first brought Mr. Johnson’s case to 
my attention and requested he be given the opportunity to appear 
before the Committee to tell us about his experiences. And because 
those provide a particularly compelling example of the breach of 
privacy rights that can occur when the IRS is overzealous in its en- 
forcement of the income tax, I agreed with Mel Hancock that the 
Ways and Means Committee should hear Mr. Johnson’s story this 
morning. 

Given the limited number of days remaining in this session of 
Congress and the fact that we are going to have, I believe, a very 
hectic schedule legislatively in September, Mr. Johnson is sched- 
uled to appear today since this will likely be the only opportunity 
we will have this year to receive his testimony. 

Mr. Johnson’s experiences should reinforce our resolve to change 
our tax system to one that eliminates the need for the aggressive 
methods of enforcement and intrusiveness which is part and parcel 
of the income tax. And, Mr. Hancock, as you mentioned, it is my 
goal in the years that I will continue to serve in the Congress to 
tear the income tax out by its roots and to get the IRS completely 
and totally out of the lives of every individual American. Mr. John- 
son’s case is emblematic of why we need to do that, why we need 
to be concerned about the individual freedom and privacy that we 
treasure so much in this country. 

I will say again that Thomas Jefferson in his memoirs said one 
of his most notable achievements while in public office was to re- 
move the Federal tax collector from any direct contact with the 
American citizen. I hope we can do that in this century. 

Mr. Johnson, we are pleased to hear from you. If you have a 
written statement, without objection, it will be inserted in its en- 
tirety in the record, and we will be pleased to hear your oral com- 
ments and testimony. And welcome, we are delighted to have you 
with us. I regret the experience you have been through, but today 
you will have an opportunity to tell the entire country about that 
experience. You may proceed. 
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STATEMENT OF E.E. “JOHNNY” JOHNSON, SPRINGFIELD, 

MISSOURI 

Mr. Johnson. First of all, I would like to thank you, Chairman 
Archer, and all Members of the Committee for allowing me the 
time here today to speak briefly about my ongoing 20-year con- 
frontation with the Internal Revenue Service. 

Now, the first thing I would hope to establish is that this is 
not 

Chairman Archer. Mr. Johnson, could you perhaps move the 
microphone a little bit closer to you. Because we are having a little 
difficulty up here being able to hear you. 

Mr. Johnson. Yes, sir. Is this better? 

Chairman Archer. Yes. 

Mr. Johnson. First of all, I would like to establish that it is not 
my purpose today to indict the entire Internal Revenue system be- 
cause I know full well here are thousands of fine, dedicated, loyal 
employees there. But in an organization of this size, I also believe 
it is quite possible to have some involved who do not measure up 
to the standards we would prefer. 

In my particular case, I think I had the misfortune of falling into 
the clutches of a few people who can best be described by saying 
that their ignorance was overshadowed only by their arrogance. 
However, in trying to explain what has happened, I would say the 
group was not at all interested in justice — only publicity. 

As this has progressed over 20 years, it seems to me that the 
purpose has not been to see justice done but, rather, to make an 
example of me for their own purposes of public relations. As a mat- 
ter of fact, one agent told me in my office in Galveston, Texas, that 
he was not interested in right and wrong so much as he was inter- 
ested in publicity for the Service. 

As I said earlier, it is difficult to summarize 20 years in 5 min- 
utes, but I will try to do that as well as I possibly can. 

After this had been going on for about 1 year, I became very con- 
cerned about the direction the investigation was taking, and so I 
went to the president of the company I worked for, and with whom 
I served on the board of directors. I explained to him in detail all 
that was happening and what I feared was happening. He sug- 
gested that I in turn speak to two senior members of the executive 
committee of the board of directors of the company and bring them 
up to date as well. 

Every contact I had with the Internal Revenue Service from then 
on, which covered a little more than 3 years, I reported in detail 
to these three gentlemen. Each time they assured me that they had 
total faith in what I was doing and that I had done nothing 
significanctly wrong and to put it behind me as quickly as I could 
in any way that I could. Above all, try to keep it quiet so that I 
could protect my job, my name, and my family. 

After this had gone on for some 4 years, at the urging of these 
three men, my attorney, Robert White in Houston, negotiated a 
plea bargain with the assistant U.S. attorney in Houston to allow 
me to put this thing behind me, to protect my job which I had 
worked at for 33 years, to protect my wife, and also save a consid- 
erable amount of legal expenses for both me and the government. 
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The central point of this plea bargain was that it would be done 
quietly and with no publicity. 

Three days after the plea bargain was negotiated, the first of two 
news releases were released by the Internal Revenue Service, both 
of which contained not only confidential but also false information 
about me. When questioned about this breach of the plea bargain 
at the first trial, one of the agents passed it off by saying — now, 
this is not a direct, word-for-word quote, but, in essence, it is what 
was said. She said, Well, we realized everything might not have 
been done just exactly correctly, but in this voluntary tax system 
we have, in order for it to be made to work, we must occasionally 
crucify a well-known taxpayer. 

Fighting a battle like this for over 20 years has been trying, to 
say the least. My family and I have come to believe that it is al- 
most impossible to see justice done. We have won twice before Fed- 
eral judges and a jury. We won twice before the Fifth Circuit, and 
the first decision was overturned in the third appeal to the Fifth 
Circuit by the IRS on purely a jurisdictional point. 

Still, the IRS continues to fight on, as Mr. Hancock said. They 
have appealed the second decision that I won. 

Now, they insist what was done is proper, in spite of the fact 
that two judges and a jury have in loud and emphatic terms said 
“hogwash.” I realize full well I probably will not live long enough — 
I am sorry — to clear my name. If I can prevent what has happened 
to me from happening to someone else, I will have been com- 
pensated. 

This country has been good to me. I have had opportunities no 
kid from southeast Missouri could ever expect to have. And I am 
grateful for that. It has given me a chance to start over again. I 
hope I haven’t appeared to be bitter because I am not. But I want 
this type of thing to stop. 

Thank you very much. 

[The prepared statement follows:] 
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STATEMENT OF E.E. “JOHNNY" JOHNSON 
SPRINGFILED, MISSOURI 


TESTIMONY PRESENTED TO WAYS AND MEANS 
JULY 31. 1996 


First, 1 would like to Thank Chairman Archer and other members of the Committee for offering 
me this opportunity to appear here today in the hope that 1 can help bring into focus practices 
of the Internal Revenue Service where the agency is being overly aggressive m the pursuit of its 
missions Be assured it is not my intent to indict the Internal Revenue Service as a whole They 
have an enormous responsibility to perform, but all organizations and individuals should have 
limitations In my case, reasonable limits were clearly exceeded. 

Mel Hancock and I have been close friends for some 50 years. However. 1 never talked with him 
about my problems with the Internal Revenue Service until 1991, when he called me after reading 
an article in the Springfield, Missouri, newspaper about the United States District Court in 
Houston awarding me a judgment against the United States for wrongful disclosures from my 
confidential IRS files Thar judgement is now gone, and I am still fighting my case in litigation 
15 years after the IRS destroyed my career just for its own publicity 

I think perhaps I should start my testimony by describing my personal history and then explaining 
what happened to me that forced me to file my case against the IRS and its agents In order for 
you to understand what happened, I have to tell the story chronologically. 


MY PERSONAL BACKGROUND AND EXPERIENCE 


1 was delayed in going to college because of World War 11. 1 joined the Army Air Force and 
in due course became a Bt7 pilot serving m the European theatre. I guess if it had not been for 
World War 11. 1 never would have gone to college, because the G I Bill provided veterans like 
me with funds to attend college 

After college I went to work for my older brother, who was a general agent in Springfield, 
Missouri, for the American National Insurance Company of Galveston, Texas, During 10 of the 
next 14 years I was the most successful salesman m American National's sales force. After those 
first 14 years with American National, my brother died of a heart attack, and I became the 
general agent In my first year as general agent, our agency finished second in sales for 
American National and in the next six years we were the most productive and profitable of all 
the agencies in American National By 1972, which was my twenty-first year in the insurance 
business, I was asked by the American National home office to move to Galveston, Texas to 
become the Executive Vice President in charge of worldwide insurance sales Because of the 
prestige in this move and the potential for further growth, ! took a 60% pay cut and moved my 
family from Springfield, Missouri, to Galveston, Texas 

Apart from the huge pay cut, I had a great deal of trepidation about my move to Galveston 
because I had no experience in a corporate headquarters and I wondered if I could exist in that 
atmosphere 1 knew the insurance sales business and 1 knew that 1 could always return to 
Springfield and sell insurance. The move to Galveston required me to surrender my agency; 
nevertheless, I moved my family to Galveston My first assignment out of the home office was 
to visit and revisit the 175 field offices of American National to instill some of the techniques 
that I had used in Springfield. In an effort to improve production at all these offices as rapidly 
as possible, I traveled five days a week for the first three years in Galveston. 

With my heavy travel schedule, I was generally gone from Galveston from Sunday night to late 
Friday night My goal was to meet and to get to know all the company’s field personnel. I 
taught the sales techniques that 1 had used and encouraged the field force to use them. From 
1972 to 1981, sales improved roughly 700% and profits rose from about $14 million to $105 
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million Duriny this time I spent a lot of the company’s money on travel and entertainment and 
1 spent a lot of my oum money for this same purpose I wanted to lay a foundation to be able 
to join one of these 1 75 agencies or perhaps acquire one or more of the agencies if 1 decided that 
1 couldn't take it at corporate headquarters 

At the lime of my brother's death, it became quite clear that his wife knew nothing about his 
personal financial affairs, and I decided that when something happened to me, my wife would 
not be left floundering as my brother’s wife had been. So. I began to involve my wife in my 
business affairs Her only employment had been shortly after we were married in 1949, as a 
volunteer grammar school teacher She became the family's bookkeeper She kept track of ail 
my expenses, which were paid for by check, credit card or cash, and categorized them just as all 
bookkeepers do In essence, when 1 got home from each trip. I would give my wife what I had 
and reconstruct ii as best I could. At the end of each year, the bookkeeping workpapers that she 
compiled were turned over to our CPA who prepared and filed our annual income tax returns 
1 accept total responsibility for what later occurred, I should never have thrust so much 
responsibility on someone so ill-prepared for it 


When I was making my visits to the 175 field offices of American National, even though 1 had 
an unlimiled expense account with the company. I spent $! 5.000 to $20,000 per year out of my 
own pocket on tia\cl and entertainment matters About $7,500 per year was spent in cash I had 
receipts for some of the cash disbursements which 1 turned over to my wife for bookkeeping 
purposes and the other cash disbursements 1 identified in general terms for my wife. For 
example, i would tell her that I .spent $190 in cash on a trip to Boston. Providence and New 
Haven Unknown to me. my wife was overwhelmed by the bookkeeping process and confused 
by the lack of receipts for some of the disbursements. She discovered these receipts only when 
the monthly credit card bills came As a consequence, my wife normally delayed keeping the 
books for a given month until the American Express and MasterCard bills were received for the 
following month This delay made the bookkeeping process substantially more difficult for her 

During this time, f was home only on Sundays because on Saturdays I worked at the home office 
doing my administrative work We never talked about the bookkeeping problems she was having 
and 1 didn't discover the magnitude of these problems until four or five years later when a routine 
IRS audit turned into a criminal case with me being the target of that case 

By 1981. through the tremendous efforts of many of us at .American National, we had built the 
eighth largest life insurance company in the United States in permanent life insurance in force 
I was in the enviable position of Senior Executive Vice President and served on the boards of 
directors of our company and numerous subsidiaries 1 had over five thousand full time agents 
in the field worldwide, with responsibility for many thousands more employees. My salary had 
multiplied several times, and the fringe benefits were terrific. I reported only to the board of 
directors, not even to the president of the corporation \ believe 1 was in line to become the next 
CEO and Chairman of the Board of American National In short. 1 felt 1 had about the greatest 
job that one could have in the insurance industry, and I loved my work 


THE ms AUDIT AND IINVESTIGATION 


Early in 1976, American National was notified by the Internal Revenue Service that it would be 
audited I was advised that the IRS wanted to audit several of the top officers of the company 
I volunteered to be one of those audited, and several days later an agent came to my office and 
requested copies of my returns for 1972 and 1973 Since 1 had just filed my 1975 return. 1 asked 
him if he would mind auditing 1974 and 1975 also so that 1 would be brought up to date This 
procedure had been suggested to me by a friend and executive with American National 

The initial contaci 1 had with the Internal Revenue agent involved his requests for a lot of 
documents which 1 readily supplied After a period of lime, the auditor brought another agent 
with him and these agents began asking me and my wife to identify every disbursement we had 
made by check, by credit card and by cash, whether or not the items were deducted. After a 
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while, snll another agent was brought into the picture He was a Criminal Investigation Division 
agent. 

I had no concept of what these agents were looking for. When they wanted to talk to me, 1 
talked to them and answered any and every question they asked After some months of this, I 
asked the Criminal Investigation agent, "If you folks think [ have done something wrong, why 
don't you tell me what it is and let me see if I can explain it. If I can’t explain it, if f owe you 
taxes. I’ll pay you and we'll get on with our business." The Criminal Investigation agent's reply 
was: "Mr. Johnson, the only good advertising the Internal Revenue Service gets is when it brings 
a big one down and your name is a household word to thousands of people" I said, "Do you 
mean to tell me that you think you can take me to a court of law and get a conviction on me 
with what you have from my records'’" He said, "Probably not, but I can get your name in the 
newspaper and that will have accomplished my purpose." 1 said, "Right and wrong doesn't enter 
into the question?" He said, "Not at all " 

I became deeply concerned with what was going on, so 1 consulted with the company's lawyer 
who was involved with the audit of American National's tax returns by the IRS He 
recommended that I immediately retain outside counsel,! and I retained Robert I. White of the 
law firm of Chamberlain, Hrdhcka, White, Williams & Johnson in Houston. At the same time 
1 consulted with the corporation's president and told him what had been going on. It was agreed 
that 1 would report all significant development in the investigation to the company's president and 
to two key members of the corporation’s executive committee. Thus, 1 would keep informed 
three key individuals who served with me as members of the corporation’s board of directors. 
Over the five-year course of the investigation, I did just that. 

The Criminal Investigation agents who worked on my case seemed obsessed with finding the 
answers they wanted rather than securing the truth. A typical example concerns interviews that 
were conducted at restaurants where I entertained company visitors We regularly met and ate 
at one of four or five restaurants in Galveston I had charge accounts at all of these restaurants 
and turned the bills in to the company for payment i remember being told by two or three of 
the restaurant owners that they had received visits from the Criminal Investigation agent who was 
trying to develop the theory that I was entertaining personal friends and family members at the 
restaurant and was passing along the bills for such personal matters to the company. These 
owners told me that the agent said to them, "Maybe if we audited you it would improve your 
memory about who Johnson was really entertaining at your restaurant." Another time, a company 
general agent in Missouri called to advise that the Criminal Investigation agent had visited him 
and tried to get him to lie about the nature of certain expenditures that J had made when 1 had 
visited that general agent's office The general agent had surreptitiously tape recorded his 
conversation with the Criminal Investigation agent, so we knew exactly what had occurred. 

On another occasion the Criminal Investigation agent interviewed an American National home 
office officer about a trip that he had made with me to Honolulu The officer permitted the 
Criminal Investigation agent to reduce his statement to writing and then immediately signed the 
statement and surrendered it to the agent, retaining a photocopy The officer showed the 
photocopy to me, and I pointed out a couple of mistakes m the statement about who was at 
certain meetings and the purpose of the meetings. The officer readily agreed that these 
corrections should be made so that the statement would be correct When he called the Criminal 
Investigation agent to have the corrections made, the Criminal Investigation agent said, "These 
changes will change the entire statement you gave--and you can't make corrections at this late 
time " The company officer made the pen and ink corrections to a photocopy and mailed the 
photocopy, by certified mail, with a transmittal letter to the Criminal Investigation agent 

Another lime, my mother-in-law, who was more than seventy years old at the time, called me at 
the office She was hysterical When she finally composed herself, she stated that she had been 
interviewed for two hours by (he most abusive man she had ever met It turned out to be the 
Criminal Investigation agent 

My youngest daughter, who was in Austin attending the University of Texas, was contacted by 
the Criminal Investigation agent who interviewed her wanting to know what she was doing with 
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the money that my wife and I were sending monthly for school expenses. 1 never did understand 
why such inquiry had to be made of a seventeen year old girl when none of the items were 
deducted in our tax returns. 

Probably forty insurance business associates were interviewed by the Criminal Investigation 
agent Most of these people called me to report what was said and the attitude exhibited by the 
agent. The agent’s constant statement was, *'All we want to do is put Johnson in jail " I 
remember one time the Criminal Investigation agent stated to me, "I believe 1 could get you two 
years in the slammer for that statement.” 


NEGOTIATIONS WITH THE IRS AND DEPARTMENT OF JUSTICE 


After the IRS finished its protracted and abusive investigation, it recommended that 1 be 
prosecuted for tax evasion for the years 1974 and 1975. I had no concept about the basis for 
such a recommendation. Working through my attorney and the CPA he engaged, it turned out 
that my wife, m her efforts to be a perfect bookkeeper, on several occasions in each of those two 
years tried to account for currency disbursements I had made on business trips for which there 
were no receipts by modifying the total of a disbursement on an American Express receipt For 
example, my wife altered a $75 receipt to read $175 In this way she was trying to document 
my expenditure of $100 in cash in that city on that date It was readily apparent from the 
monthly statement that came from American Express that the charge was not $175 but rather $73 
In addition, my wife had listed among business disbursements checks for purely personal items 
such as purchasing a lawnmower for the house did this to supply a piece of paper to 

explain a currency disbursement of similar amount that had been spent in another town on a 
business trip . In total, these currency disbursements amounted to about $7,500 a year. Currency 
had actually been spent for business purposes, but through my wife's naivete she had accounted 
for these cash disbursements by modifying American Express receipts and by listing 
disbursements by check that had nothing to do with business. This was what the IRS' criminal 
case against me was all about. 

My attorney and I were able to review each and every one of the altered American Express 
tickets and the checks written for personal purposes that had been classified by my wife as a 
business deduction. My attorney told me that if these amounts had been listed correctly as 
currency expended on the business trips, they would have not been questioned However, he 
said, it appeared as though 1 was claiming as business expenses items that had not been expended 
or that had been expended for purely personal purposes. 

In my initial review of these documents with my lawyer, 1 told him that 1 knew nothing about 
the modifications of the American Express tickets or the claiming of personal checks as business 
expenses. He asked me to take a polygraph tests about my lack of knowledge. I took the 
polygraph test and the examiner confirmed that I was truthful when I said that I had no 
knowledge of these items. My lawyer made me take a second polygraph test which 1 did with 
the same results My lawyer and the CPA also analyzed the checks that I had cashed incident 
to making business trips. They were easily able to demonstrate availability of currency for 
purposes of paying the amounts that my wife had documented in the bookkeeping process 
through the altered American Express tickets and the misclassified checks for personal items. 

In talking about strategy in the case, my lawyer advised me that the likelihood was that the 
government was going to go forward with the prosecution unless we presented the bookkeeper, 
my wife, who would take responsibility for the alterations and misclassificalions. My lawyer said 
that since my wife was the person who did this, the likelihood was that she would be placed into 
the net with me, even though the amounts of tax involved were less than $5,000 per year for each 
of the years 1974 and 1975. So the strategy evolved, and the case proceeded as follows. 

1 . We told the IRS and the Department of Justice lawyers that the altered documents 
and misclassified checks were misclassified by my bookkeeper to reflect actual 
disbursements of currency. Then we showed that there were more than sufficient 
checks to cash to supply the currency spent on these trips. The dollars involved 
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were relatively small, slightly less than $200 a week for forty weeks a year 
That’s all we were talking about. Of course, taxis to and from the airports and tips 
accounted for most of that 

2. The Government was told that I knew nothing about these modified documents 
and misclassified personal checks The polygraph tests were offered, and my 
attorney told the IRS and the Department of Justice lawyers that 1 would be 
willing to submit to polygraph examinations by the FBI or anybody else that the 
government selected 

3. We compiled and presented statements from nearly 100 insurance agents who 
stated that 1 always paid bills in cash in our after hours get togethers. 

4 Despite the foregoing, the Department of Justice wrote advising that there would 
be a criminal prosecution for tax evasion filed against me m the United States 
courts in Galveston 

After further consultation with my lawyer and my wife, we decided to take a desperate gamble 
by disclosing to the Department of Justice that my wife was the bookkeeper who had altered the 
documents and misclassified the personal checks This was done in a deposition taken in the 
United States Attorney’s Office in Houston. 

Months after the deposition was taken, we received a letter from the Department of Justice stating 
that, as my lawyer had predicted, both my wife and I would be indicted for tax evasion. 

All the way through this process, 1 held weekly or twice monthly meetings with the company's 
president and the two members of the Executive Committee of the Board of Directors keeping 
them apprised of every development in the case, including the fact that there was a threat that 
my wife and 1 would be indicted for tax evasion for about $5,000 a year for 1974 and 1975 

My lawyer. Mr White, began negotiations with the Department of Justice in an effort to make 
a plea bargain The Department of Justice wrote my lawyer and advised that the Department of 
Justice would abandon the case against my wife, would proceed by criminal information against 
me for one year only, and would recommend that the case be disposed of with probation if I 
would plead nolo contendere (if the judge would accept it) or guilty (if the judge would not 
accept a nolo contendere plea). 

I met with the company's president and advised him of the plea bargain offer He advised that 
if the matter could be disposed of discreetly, with no adverse publicity, the plea of guilty or nolo 
contendere would not affect my job 

After consultation, my lawyer negotiated the following fine points of my plea bargain: 

1. In order to prevent news reporters from spotting the papers filed in the court 
clerk's office, the U. S. Attorney agreed that I would be prosecuted under my legal 
name, which is a name that I have never used in my life - Elvis Eugene Johnson 
My address would be reflected as 1100 Milam Street in Houston, which was the 
address of my lawyer's office My Galveston address would not be mentioned, 
and 1 would not otherwise be identified in the court papers. 

2 My lawyer worked with the judge and the court personnel (with agreement by the 
U S Attorney) to permit the investigation of my character, reputation and 
background to be conducted befor e the criminal case started. The recommendation 
of how to dispose of the case thus would be received by the judge before he even 
had a case before him. 

3. Before the criminal case was filed, my lawyer and the government lawyer would 
meet with the judge to be certain that my case was going to be concluded with 
probation rather than any actual imprisonment 
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4 The criminal information against me would be filed late on a Friday afternoon and 
would be disposed of immediately in court. 

5 The U S Anomey agreed not to issue a news release about this case or the 
sentence that the judge gave me. 

fn considering this plea bargain, my lawyer told me on many occasions that the government 
would never win this case if I elected to go to trial 

But the cost of the criminal case was a consideration because it was estimated that ii would cost 
$50,000 to win the case 

Moreover, the president of the company had assured me that 1 could plead guilty and keep my 
job as long as there was no publicity My lawyer had structured the thing so that I could not be 
hurt through publicity My wife had suffered a light stroke, which our doctor attributed to the 
stress from this ordeal. Half her stomach had been removed because of ulcers, and she was 
having severe migraine headaches almost daily I simply could not put her through a trial So. 
I decided to accept the plea bargain. On balance, I just decided to put behind me this bitter pill 
by pleading guilty to save my wife, to save the company embarrassment, and to save money 

The case went off exactly as scheduled late one Friday afternoon in April 1 981 . The pleadings 
were filed, and the judge heard the case and sentenced me to probation within a half hour of the 
time that the case started No outsiders were in the courtroom. So when the case ended, the 
only information available in the clerk's office was that an Elvis Eugene Johnson of 1100 Milam 
Street in Houston pleaded guilty to a one count criminal information charging lax evasion in 1975 
of approximately $3,500 of tax Without access to the confidential IRS files, no one would have 
known that "Johnny” Johnson of Galveston and American National Insurance Company had been 
convicted of anything 

Immediately after the proceedings in the courthouse were concluded, 1 talked to the company's 
president and advised him that the matter was now concluded and that there would be no 
publicity about the fact that I had pleaded guilty. 1 offered to explain the plea bargain and my 
conviction to the Board of Directors, but the president suggested that we sleep on it over the 
weekend and talk on Monday On Monday. I spoke to the president again. He told me that no 
one needed to convince him that I was an honest man He said the best thing for the company 
was for me to stay right where I was. doing just what I had been doing. He said the matter was 
settled, and because there would be no publicity, there was no need to speak with the Board of 
Directors He told me to put the matter behind me and get back to work. The final chapter was 
closed, or so I thought 


THE PRESS RELEASES AND MV DISMISSAL 

On the Wednesday after I pleaded guilty and was sentenced to probation, I was at my office in 
Galveston when I received a call from the public relations officer of the company. He told me 
that a radio station reporter had just called him about a news release the station had received 
from the Internal Revenue Service about my pleading guilty. The news release stated. 

INSURANCE EXECUTIVE PLEADS GUILTY IN TAX CASE 

Galveston, Texas - In U. S District Court here, April 10, Elvis E. Johnson, 59, 
plead (sic) guilty to a charge of federal tax evasion Judge Hugh Gibson 
sentenced Johnson, of 25 Adler Circle, to a six-month suspended prison term and 
one year supervised probation. 

Johnson, an executive vice-president for the American National Insurance 
Corporation, was charged in a criminal information with claiming false business 
deductions and altering documents involving his 1974 and 1975 income tax 
returns 
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In addition to the sentence, Johnson will be required to pay back taxes, 
plus penalties and interest 

1 immediately called my lawyer who tried to get various officials of the Internal Revenue Service 
to withdraw the news release My lawyer warned the IRS that the information in the press 
release could only have come from the confidential IRS files, and he asked them to withdraw it 
immediately to try to stop any further damages. 

My attorney also called the Assistant U. S Attorney who had handled the case The 
Government’s lawyer confirmed that he knew nothing about the press release, that he had made 
no press release himself, that this was the first he had heard of a news release, and that the IRS 
was the only other folks he could think of who might have made a news release He concluded 
by saying that if T had been damaged by the news release, that I should "sue the hell out of 
them '■ 

Despite my lawyer's best efforts to warn the IRS that they were unlawfully issuing news releases 
that included confidential information from my tax files, the Interna! Revenue Service made a 
second news release that reiterated essentially the same information These news releases caused 
the company to ask for my resignation The controlling shareholder of the company, who was 
the key member of the board of directors, said that I would have been retained in my position 
with the company except for the publicity. Because of the publicity 1 "had to go." as he put it. 

Assuming for the moment that the IRS needed some publicity on April 15th of 1981, it should 
have restricted the news release to the public record If the IRS had issued a release that 
followed the information that was in the clerk’s offices, my identity never would have been 
disclosed. No one in the Galveston area would have suspected that the man they knew as 
"Johnny" Johnson in Galveston had been convicted of a crime if the IRS had published the 
information that Elvis Johnson of 1100 Milam Street in Houston had been convicted of tax 
evasion 

There were numerous other erroneous and wrongful disclosures in the press releases that 
demonstrated the willfulness and gross negligence in the preparation of the press releases. For 
example, the initial press release misstated the criminal charges by referring to multiple years, 
when only the year 1975 had been involved in the actual prosecution. By referring to false 
business deductions and altered documents, the IRS illegally revealed to the public the nature of 
my tax problems, which may have contributed to the Board of Directors' decision to demand my 
termination Another vindictive part of the press release concerned the statement that T would 
be "required to pay back taxes, plus penalties and interest." In fact, my civil tax liability had not 
even begun to be resolved. 


MY LITIGATION AGAINST THE IRS AND ITS AGENTS 


After my forced resignation, I returned to Springfield, Missouri, and began again at the bottom 
of the insurance industry as a basic salesman for American National. It is probably some 
measure of respect that American National continued to employ me, even though 1 could not 
continue in my position as executive vice-president in Galveston When I stopped to consider 
the difference in my compensation and retirement benefits, I realized that I lost at least 
$5,500,000 as a result of the unlawful press releases that the IRS bad issued to at least 21 media 
outlets in the Galveslon/Houston area. My attorneys advised me that Section 6103 of the Internal 
Revenue Code made it unlawful to publish information from my confidential tax files. In fact, 
they informed me that it was a crime for IRS agents to knowingly publish information from those 
confidential files. When I learned that no one would do anything to punish this crime, I decided 
to pursue my own damages in court. 

At the time back in 1981 when the press releases were issued, the Internal Revenue Code only 
provided for a suit against the individual agent who had violated the confidentiality sections of 
the Code. My lawyers also thought that a suit could be brought against the federal government 
under the Federal Tort Claims Act, because the information had been negligently or tortiously 
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released to the press Thus, I decided to sue both the Government and the individual agents 
under alternative theories 

In 1986, a federal district judge in Houston granted me a partial summary judgement. His ruling 
was that the news releases violated the disclosure provisions of the Internal Revenue Code and 
that T was entitled to minimum damages of $1,000 for each of the media outlets to which the 
news releases had been released. We tried to discuss settlement of the case at the point, but the 
Government's lawyers, who were defending both the United States and the individual IRS 
personnel involved, insisted upon a trial. In 1991, the United States District Court in Houston 
awarded me a judgment against the United Slates Government under the Federal Tort Claims Act 
for damages of $1 0 9 million caused by the news releases. That case was appealed to the Court 
of Appeals for the Fifth Circuit and that Court's opinion affirmed the District Court's judgment 
Thereafter, the Appeals Court wrote a second affirming opinion. Then the Fifth Circuit, en banc, 
wrote a third opinion holding that what had happened to me was not a tort under Texas law 
Rather, it could only be some kind of a federal tort which was not covered by the Federal Tort 
Claims Act The Court of Appeals sent the case back to the District Court to try my alternative 
claims directly against the individual IRS employees, who, by their misconduct, had damaged me 

The second trial was conducted earlier this year and the jury awarded me a verdict of actual 
damages of $6,000,000 and punitive damages of $3,000,000 Again, the Department of Justice 
has filed notices of appeal. It feels like 1 am on a never-ending treadmill. No matter how many 
times the judges or juries say they do not believe the IRS employees' version of what they claim 
happened, my government continues a war with me that should have been settled long ago. 

The District Court entered judgment for that $9,000,000 plus interest and attorneys' fees The 
judgment is against: (1) the Criminal Investigation Division agent, who admitted that he drafted 
the press release knowing that the information came from the confidential IRS files and who the 
judge decided had lied on the witness stand when he claimed that he had confirmed the press 
release with the Assistant U. S. Attorney; (2) the public affairs officer, who issued the press 
release without coordinating with the Assistant U S Attorney to make certain that it was 
accurate and should be issued; and (3) the Criminal Investigation Division agent's branch chief, 
the chief of the Criminal Investigation Division in the district, and the acting district director, all 
of whom participated in the decision to issue a second press release with the same confidential 
and damaging information 

In The two trials, we found out and proved that the Internal Revenue Service criminal agent and 
public affairs officer wrote the news release from the IRS case file without ever having looked 
at the public record Moreover, they never asked the Assistant U. S. Artomey to approve the 
news release Under the so-called IRS procedures, a news release was supposed to have been 
approved by the U S Attorney So, there was a deliberate and intentional disclosure of 
information from the investigatory file. Even after my attorneys pointed out to the IRS that 
information in the first press release could only have come from the confidential IRS files, the 
second press release was issued without consulting the original courthouse records to see what 
information was public 

We had to scour the country to find former IRS personnel who would even be willing to testify 
against IRS employees. We finally found a former District Director and a former IRS Chief of 
Criminal Investigation who testified that all of the IRS personnel were willful or grossly negligent 
in disclosing the tax return information in this case. Amazingly, not one IRS employee other 
than the individual defendants came to defend what the agents had done to me Even more 
amazingly, every IRS defendant stated on the witness stand that they had never bothered to read 
the Internal Revenue Code provisions that they had violated in order to determine whether they 
had any real defenses or not. Apparently, they had been on trial facing personal liability for 
more than 13 years, but the Justice Department had defended them to the nth degree, and the 
agents did not even care enough to open up the Internal Revenue Code themselves to see that 
what they had done was wrong. 
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EPILOGUE 


The Department of Justice has now filed a notice of appeal on behalf of the five Internal Revenue 
Service workers who destroyed my career. The press releases were issued more than 1 5 years 
ago, and the IRS audit of my tax affairs began more than 20 years ago. The tortoise-like pace 
of the judicial process and the Government's unwillingness to settle this case without pursuing 
every avenue of appeal have left my wife and me without any real remedy I am now 74 years 
old, and I fear that even if I recover on my judgment, my time is running short 

After I was forced to resign from American National, 1 seriously considered suicide because 
everything that 1 had worked for in my life from the beginning had been destroyed I know that 
there was an appearance of wrongdoing on my part but the absolute truth is I was as innocent 
in this tax case as a baby. I have been convicted of a crime and 1 accept that because my tax 
return was wrong. I couldn't substantiate the cash disbursements that had been made. I pleaded 
guilty. 

However, as the District Judge pointed out in his opinion, this was not a major crime, and the 
U. S Attorney and my attorney had reached an agreement in the form of a plea bargain that 
disposed of the matter in a way that permitted the government to have a statistic of a conviction 
but at the same time permitted me to go about my life in a productive way. The breaches of the 
Internal Revenue Code's provisions about not disclosing confidential tax return information were 
done wantonly, and yet no one has ever prosecuted the Internal Revenue Service agents 1 say 
no one. The District Judge who held the jury trial earlier this year grilled the United States 
Attorney outside of the hearing of a jury concerning the obvious conflicts of interest in defending 
the IRS agents after what they had done The Assistant U. S Attorney had no answer for this. 

Let me say in closing that my country has been good to me. I had opportunities as a farm boy 
from Southeast Missouri, as a result of being in the Armed Forces during World War 11, that I 
could never have dreamt of as a child. I hope I have been successful in telling my story without 
sounding bitter toward the government. I told you at the beginning that I was in the United 
States Army Air Force during World War II In fact, I flew 29 bombing missions over Europe, 
and my planes were shot down twice. The rest of my original squadron was not so lucky, and 
they didn't make it home. The United States of America is my home, and I am still proud to say 
so 

After I was forced to resign from my job in 1981, 1 was fifty -nine years old I am now seventy- 
four, still working full time trying to sell insurance, just thankful to live in a country where we 
all have opportunities 

Once again, thank you, Chairman Archer and the Members of the Ways and Means Committee 
for this opportunity to tell my story. 1 will be glad to answer any questions the Members of The 
Committee may have. 
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Chairman ARCHER. Mr. Johnson, thank you so much for coming 
and giving us the benefit of your story. It is true Congress has put 
into the Tax Code so many complexities and so many powers to the 
IRS that it is very, very difficult to exercise those powers properly, 
equitably, and in a way that is always considerate of the taxpayer. 
I appreciated your comments that there are a number of people, 
many people, in the IRS who do their job as best they can. But it 
does open the door for potential abuse because the power is so 
enormous. The old saying of Lord Acton is always true, that power 
corrupts and absolute power corrupts absolutely. All of us in this 
country should be concerned about that. 

I often ask witnesses before this Committee, “What would you 
pay not to have to deal with the IRS every year?” And the least 
valuable answer has been, “What I pay my tax preparer.” I am sur- 
prised that that is the lowest answer because it ought to at least 
involve all the preparation work that goes into getting the informa- 
tion ready to send it to the tax preparer, which is worth something. 

But we had a middle-income lady from Connecticut testifying 
here a couple of months ago, and when I got to her and asked her 
that question, she said, I would give my first-born child. And I 
think that certainly after your experience you would have given an 
answer similar to that. 

The one thing I think is ignored so much in our society is what 
is the value of individual freedom and privacy. Different people put 
different dollar values on that. I am not sure you can put a dollar 
value on it. It is the basic treasure, the basic foundation piece for 
this country. And inevitably, with this enormous amount of power, 
the pressure that is there to bring results will, I fear, continue to 
lead us into the kind of situation you have told us about today. But 
I agree with you and I hope your appearance will be helpful in pre- 
venting this from happening to anybody else. 

Could you tell the Committee just briefly what the facts were 
about the allegation against you? 

Mr. Johnson. Surely. I do not mean to sit here today and appear 
to be blameless. But when my brother died in 1965 from a heart 
attack, his wife was totally, absolutely naive insofar as his finan- 
cial condition, what he was doing, what he had and what he didn’t 
have, and what money he made and so on. I was determined that 
that would not happen to my wife when something happened to 
me, and so I involved her in my bookkeeping process. She had no 
work experience. She had no training. I thought in my helter- 
skelter life I was living that I had her trained to the point she 
could do this. 

When I moved into the home office in Galveston, I was traveling 
5 and 6 days a week, and I recounted, reconstructed for her as best 
I could what I did, what my expenses were, and so on. She never 
one time confided in me that she was completely confused, and she 
did such things as put a “1” in front of a “75” on an American Ex- 
press credit card. There were some 8 or 10 of those, I believe, over 
a 4-year period. 

she as honestly and as fairly as she could tried to cover expenses 
I had had with items of record that did not actually add up. I 
learned about this after the Internal Revenue Service started the 
audit, for which, I might add, I volunteered. They came to audit 
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the company, and in the process, as some of you undoubtedly know, 
they audit some of the top officers. We were to be audited for the 
years of 1972 and 1973. At the suggestion of a good friend of mine 
who was an executive of American National, when the auditor 
came for my records for 1972 and 1973, I asked him to also audit 
my 1974 and 1975 records. Also, I had nothing to hide, I thought. 
And so from the expenses I actually had that were covered incor- 
rectly by my wife’s bookkeeping methods, which I found out about 
after the IRS started talking about bringing a criminal indictment 
against both of us, the sum of money involved was a few thousand 
dollars on which I would have owed less than $3,500 additional 
tax. 

Chairman Archer. And what happened to that $3,500? Did you 
tender payment of those taxes? 

Mr. Johnson. Yes, sir. 

Chairman Archer. Mr. Johnson, thank you. 

Mr. Hancock may inquire. 

Mr. Hancock. Thank you, Mr. Chairman. 

Johnny, you indicated the Department of Justice had filed notice 
of appeal on behalf of the five IRS employees whom two judges and 
juries found to have willfully and knowingly violated U.S.Code, sec- 
tion 6103. Unauthorized disclosure of confidential tax return infor- 
mation is a felony punishable by a fine of up to $5,000 or 5 years 
in prison, or both. 

To your knowledge, has the Federal Government ever taken any 
action to prosecute these individuals for what they did? 

Mr. Johnson. Absolutely none, as far as I know. 

Mr. Hancock. Did either of the judges who heard your case have 
anything to say about what the Internal Revenue Service did here? 

Mr. Johnson. Well, both judges said that the agent was obvi- 
ously a liar. He swore a lie under oath. 

Out of the hearing of the jury. Judge Hoyt asked the U.S. attor- 
ney if he had explained to his five clients the penalties of section 
6103. He said he had not. All five said they had not read them, and 
so as far as I am concerned, nothing has been done or even consid- 
ered where they are concerned. 

Mr. Hancock. Thank you, Mr. Chairman. I know Mr. Johnson. 
I have heard the story. I would like for the other Members to have 
the opportunity to ask questions they consider pertinent. 

Chairman Archer. Mr. Coyne. 

Mr. Coyne. I have no questions. 

Chairman Archer. Mr. Laughlin. 

Mr. Laughlin. Thank you, Mr. Chairman. 

Mr. Johnson, I have read your prepared statement for the Com- 
mittee, and I commend you for your courage. You know, it probably 
wouldn’t be so bad of an experience if you were the only American 
this had happened to. But it is extremely tragic that all of us on 
this Committee in a hearing and in our day-to-day lives represent- 
ing Americans around this country have heard this same story too 
many times. In this very room, we heard of people who had their 
lives broken just like you have, lost their businesses just like you 
have, and I know much has been made about your plea of nolo 
contendere, that the judge converted it to a plea of guilty. 
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Can you simply tell us whether the threats of criminal indict- 
ment of your wife had any influence on your decision to enter that 
plea? 

Mr. Johnson. It was one of the very important considerations 
because my wife had had a stroke, which was attributed to the 
stress from this situation. She had had one-half of her stomach re- 
moved with ulcers. She was having migraine headaches on a daily 
basis. And I frankly had grave concern about her being able to go 
through a trial. 

Mr. Laughlin. As one who was merely an infant during World 
War II but understands your courage in fighting nazism, I have 
formed the opinion in reading your statement, as well as Judge 
Hoyt’s judgment, that what you and your wife experienced was 
very similar to the experience that the Jews and the other people 
that were subjected to Gestapo treatment, was very similar to your 
own treatment. As one who fought nazism, do you share the opin- 
ion I form from the judge’s statement? 

Mr. Johnson. That has occurred to me, yes, sir. 

Mr. Laughlin. Now, I know Mr. Hancock asked you this ques- 
tion, but we have had two Federal judges who have rendered judg- 
ments on your behalf and cited the violation of the U.S. Code deal- 
ing with release of confidential information. Has anyone from the 
Justice Department come forward and given any indication that 
they are going to prosecute any of the IRS agents for violating the 
Federal law? 

Mr. Johnson. Not at all, and it is remarkable, I think, in that 
through the two trials, not one single person from the Internal Rev- 
enue Service other than those accused have stepped forward to de- 
fend their actions. 

Mr. Laughlin. Would you agree with me that in your case the 
IRS agents involved in the press release calculated that through 
the use of the press release their conduct would override the judg- 
ment of the Federal judge in this case who thought it was fair to 
keep your plea and the sentence confidential? 

Mr. Johnson. Oh, absolutely. One time the special agent was in 
my office, and I said, If you think I have done something wrong, 
why don’t you tell me what it is? Let me see if I can explain it. 
If I can’t explain it, if I owe you something, I will pay you and we 
will get on with our business. 

His reply to me was to look me straight in the face and say, Mr. 
Johnson, you have to realize the only good advertising the Internal 
Revenue Service gets is when they bring a big one down, and he 
said your name is a household word to thousands of people. I said. 
Right and wrong doesn’t enter into it? He said. Not at all, winning 
does. 

Mr. Laughlin. Would you agree with the opinion I formed in 
reading the judge’s opinion that the arrogance of the IRS in doing 
the press release, in fact, caused you to lose a 30-year record of a 
reputation of integrity and honesty? 

Mr. Johnson. There is not even a shadow of doubt. It is the sole 
cause. 

Mr. Laughlin. Mr. Chairman, those are all the questions I have, 
but I would, as a departing Member of the Congress, suggest that 
perhaps the Internal Revenue Service and the Department of Jus- 
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tice be called before a public hearing to explain why they have not 
brought criminal action against the employees of the Federal Gov- 
ernment who have violated a Federal law. This law has a very good 
reason for being in existence, and that is to protect Americans from 
their own government. 

Mr. Johnson, thank you very much not only for your courage in 
fighting this case, but for your courage in serving in the military 
forces to defeat the Nazis in World War II. 

Thank you very much. 

Chairman ARCHER. Mr. Collins. 

[No response.] 

Chairman Archer. Mr. Johnson. 

Mr. Johnson of Texas. I want to associate myself with Mr. 
Laughlin’s remarks and the fact that we fought for this country for 
the freedoms we adore, and if we don’t protect them, something is 
wrong. I think it is a travesty that any agency would come after 
an individual citizen the way they have come ^ter you, and I ap- 
preciate your testifying before us this morning. 

Thank you. 

Mr. Johnson. Thank you, sir. 

Chairman Archer. Mr. Jacobs. 

Mr. Jacobs. Mr. Johnson, when you filed your suit under the 
statute against those agents, do you know who paid their attorneys’ 
fees? 

Mr. Johnson. I have no idea. No, sir. 

Mr. Jacobs. Let me ask you, you tell us in your testimony there 
may have been some appearance of wrong on your part, but you 
actually spent the money correctly and it was deductible, as I un- 
derstand it. 

Mr. Johnson. Yes, sir. That is my belief. 

Mr. Jacobs. Now, put the case where these same IRS agents 
knew that but obviously don’t like you and obviously meant to do 
you harm when they revealed this information in violation of the 
Federal law. Put the case that they knew perfectly well you took 
proper deductions and that you had not violated the Federal In- 
come Tax Code. And let’s say the court ordered your attorneys’ fees 
to be paid. Who do you think should pay those attorneys’ fees, the 
ones who meant to do you wrong or your fellow taxpayers, the gov- 
ernment itself? 

Mr. Johnson. I would love to see the people who were involved, 
who did what they did, be brought to pay those fees. 

Mr. Jacobs. Right. I hope this is a little hint to my colleagues 
here, because since about the time they came after you in the early 
eighties, I have had a bill before Congress and I have had amend- 
ments before this Committee that have provided not honest mis- 
takes by the IRS agents, but where they meant to hurt somebody, 
where they meant to use their authority or, to use the legal term, 
acted ultra vires, in the color of authority but above authority to 
harm another person for whatever reason, using that material. But 
instead of your fellow taxpayers paying your attorneys’ fees, the 
ones who did the wrong would lose the boats in their driveways or 
their automobiles or whatever, and I keep hearing the same thing. 
It would have a chilling effect on IRS agents doing their duty. 
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Well, to me, that is like saying if you pass a murder law, it will 
have a chilling effect on American citizens because they will be 
afraid to shake hands with someone for fear it might kill him. 

Nobody should be insulted, nobody should be insulted if he is 
doing his duty or she is doing her duty correctly simply because 
there is a law that would charge that person fines if he or she did 
or whoever does his duties incorrectly. 

What I am trying to say is, it is one thing for your fellow tax- 
payers with their money to indemnify honest mistakes by IRS 
agents, but it is quite another to force them to pay the attorneys’ 
fees, in essence to indemnify the intentional wrongdoing by an IRS 
agent. That is it in a nutshell. It has been adopted by this Commit- 
tee two or three times only to die in the cave of the bones over in 
the body. The Washington Post goes berserk about it. I am having 
a chilling effect on IRS agents. 

I just hope this testimony today might reinvigorate my effort to 
make clear to Members of Congress the distinction between honest 
mistakes, which probably ought to be indemnified by the govern- 
ment or the taxpayers, and dishonest mistakes, which should re- 
sult in the punishment of the so-and-so or so-and-sos who did it. 

Do you agree with that? 

Mr. Johnson. I certainly do. 

Mr. Jacobs. Well, Mr. Chairman, I rest my case. 

Mr. Hancock. Would the gentleman yield? 

Mr. Jacobs. Yes, sure. 

Mr. Hancock. In your first question, when you first started, you 
asked if Mr. Johnson knew who paid the agents’ legal fees. 

Mr. Jacobs. Yes. 

Mr. Hancock. I don’t know for sure about this, but I understand 
that the Justice Department has handled the entire defense. Now, 
they may have other attorneys that they have hired, but am I cor- 
rect on that? 

Mr. Johnson. I believe that is correct. Yes, sir. 

Mr. Hancock. So the taxpayers have paid the legal defense 

Mr. Jacobs. Right. Well, then, I tell my colleague from Missouri 
and I tell my Chairman, I not only rest my case but put it to sleep 
with that answer. 

Chairman Archer. Mr. Houghton. 

Mr. Houghton. Thank you very much, Mr. Chairman. 

Mr. Johnson, good to see you. Clearly, from your testimony, you 
have been wronged. It is tragic. As a citizen and as a public em- 
ployee, I am truly sorry about this. But you said there are some 
good IRS people as well as a few bad ones, and also you hope other 
people in the future will not suffer the same fate. So it seems to 
me the only course of action now is to fire these people and to pur- 
sue that. 

However, at the same time, I understand the Department of Jus- 
tice has filed a notice of appeal on behalf of the five Internal Reve- 
nue agents. What is the basis of that? Are they just going to stick 
up for their own? 

Mr. Johnson. Sir, I must confess I am very naive in the way the 
law is administered, and I don’t know what their basis is. I haven’t 
seen a copy of the appeal as yet. And so I — there has not been an 
appeal. Mr. Steed tells me there has been a notice of appeal filed. 
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Mr. Houghton. Thank you, Mr. Chairman. That is it. 

Chairman Archer. Ms. Dunn, do you wish to inquire? 

Ms. Dunn. Thank you very much, Mr. Chairman. 

Mr. Johnson, I just want to thank you for coming to testify before 
our Committee this morning, and it has been, indeed, a sad story. 
Those of us who are interested in being responsible and account- 
able folks who work on behalf of our constituents within the gov- 
ernment want to apologize for everything you have gone through. 

I had the good fortune to have had a conversation a week or so 
ago with my colleague, Mel Hancock, who talked to me about your 
involvement in the community. And so I would like to ask you — 
you didn’t talk much about what you are doing these days, but I 
would really be interested in your letting us know what you are 
doing on the volunteer end of things. 

Mr. Johnson. Well, in 1983, 1 helped start an organization in the 
State of Missouri called the Make-A-Wish Foundation. It grants 
wishes to children who have life-threatening illness. We have 
granted, I believe, something over 400 wishes at a cost of approxi- 
mately $3,000 per wish. I believe I have personally been involved 
in either 75 or 76 of those wishes. 

I also serve on the board of the Ozark Counseling Service, which 
provides counseling for indigent families, primarily children. 

About 2 weeks ago, I believe it was, I donated my 101st pint of 
blood. A short time ago, 2 years ago, I believe it was, I was given 
the Jefferson Award for being the outstanding humanitarian in our 
city that year. 

Ms. Dunn. With all the difficulties the IRS has put you through, 
what would be your wish, Mr. Johnson? 

Mr. Johnson. That no one else has to do it. 

Ms. Dunn. Thank you. 

Thank you, Mr. Chairman. 

Chairman ARCHER. Mr. Rangel. 

Mr. Rangel. Thank you, Mr. Chairman. And let me thank Mr. 
Hancock for his concern for an old friend that has gone through 
this horror story. 

In talking with you yesterday and again reviewing your notes, I 
find we have much in common. You served your country well and 
came back and went to school under the GI bill, and based on that 
opportunity, you built yourself a business. I fought in Korea, came 
back home, went to school on the GI bill, became an assistant U.S. 
attorney, and both of us have felt this same response from the In- 
ternal Revenue Service. You went through this horror story, and I 
found myself on the Nixon enemy list for 7 years and audited. On 
the first audit I overpaid, much less broke the law. Please imagine 
my embarrassment as a former assistant U.S. attorney being 
warned that anything that I say would be held against me. 

As you can see, the problem we do face is really bipartisan. It 
had gone through Nixon, Carter, Reagan, and Bush. Thankfully, 
yesterday. President Clinton signed the Taxpayer Bill of Rights, 
which hopefully, while it doesn’t help you that much, should send 
a signal to the IRS that we have oversight responsibility. 

Your courage has been mentioned, and I don’t know exactly 
where that came into the exchange, but your case is presently on 
appeal, isn’t it? 
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Mr. Johnson. Yes, sir. 

Mr. Rangel. And was your testimony discussed with your lawyer 
before you came here this morning? Are you testifying with the ad- 
vice of your attorney? 

Mr. Johnson. Oh, yes. Yes, sir. 

Mr. Rangel. So he didn’t suggest anything you might say today, 
in response to questions, would adversely affect your appeal? 

Mr. Johnson. No, sir. 

Mr. Rangel. He did not? 

Mr. Johnson. He did not. No, sir. 

Mr. Rangel. Well, Mr. Chairman, I didn’t know Mr. Johnson 
was going to appear until I spoke with Mr. Hancock yesterday, but 
believe me, I have a half a dozen people I have known that have 
had their lives destroyed by the abusive behavior of the Internal 
Revenue Service. If you could suggest how I could get on this agen- 
da, I would welcome the opportunity to bring in some cases that 
have been affected by similar, if not comparably destructive, types 
of behavior. I really didn’t see how this fell in line with the agenda. 
However, if we could have just one person to come in from the var- 
ious districts, I think that would send a strong signal to the IRS 
that we are concerned. 

Would we be able to work out other cases like this and bring 
them before the Committee? 

Chairman Archer. Mr. Rangel, I don’t know how long the list 
would be if we let every Member on the Committee 

Mr. Hancock. Mr. Chairman, Mr. Chairman, how many people 
have actually obtained a punitive judgment against the Internal 
Revenue Service and against the individual agents? I am not talk- 
ing about having problems with the Internal Revenue. I am talking 
about actually obtained a Federal court judgment. 

Mr. Rangel. I have a lady in New York, my God, what she has 
gone through 

Mr. Hancock. Yes, but has she obtained a judgment, sir? 

Mr. Rangel. It has been terrible. It has wrecked her life and 

Mr. Hancock. Has she obtained a judgment against the Internal 
Revenue Service? 

Mr. Rangel. Yes. Her lawyers said they have done everything. 
Her marriage is over and her kids are now in jeopardy. Really, if 
you hear exactly what has happened to this lady — not to take away 
from Mr. Johnson’s problems, but 

Mr. Hancock. Would you cite me the case, please, sir, so I could 
look it up? Maybe I would be able to help her. 

Mr. Rangel. I would have to ask her lawyers whether or not I 
could discuss her name and the case publicly, but if the lawyers 
would permit it, I would like to bring her here so that all Ameri- 
cans would know we have a big job to do. This woman is a very 
dear friend of mine. 

So I would ask unanimous consent to be able to bring her — it has 
been reported in the papers, but I am not authorized to name her 
by name. As a well-known New Yorker, other Members of Congress 
know exactly who she is. I now ask unanimous consent to be able 
to bring her to start off the next hearing. 

Chairman ARCHER. I am afraid the gentleman’s request is not 
appropriate. If it were, we would have unanimous consent requests 
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to bring witnesses before the Committee at every hearing that we 
have. 

Mr. Rangel. I ask unanimous consent that it cuts off after my 
unanimous consent is granted. [Laughter.] 

Chairman Archer. Well, let the Committee stipulate that there 
are others who have problems that certainly are similar to Mr. 
Johnson’s. 

Let me comment to the gentleman from New York that unfortu- 
nately, and I’m advised by legal counsel, that the Taxpayer Bill of 
Rights not only would not help Mr. Johnson in his current situa- 
tion but it also would not help any other individual in the future 
who had his identical situation. We need to look further into this. 

The big problem here is there are already criminal and civil 
sanctions in the law, under section 6103, and they have apparently 
been violated as evidenced by the testimony Mr. Johnson has given 
us. But they have not been enforced by the executive branch. 

You know, it’s like the old story between Jackson and Marshall 
where Jackson said about Marshall’s decision, the Chief Justice 
has rendered his decision, now let him enforce it. And we depend 
in general understanding only, that the executive branch will en- 
force the law. 

I yield briefly to Mr. Laughlin. 

Mr. Laughlin. Mr. Chairman, I certainly agree with the gen- 
tleman from New York, Mr. Rangel, but his request would not be 
necessary if the Justice Department would enforce this law. You 
make the point and that’s why I said in my comment that I think 
we need to have someone from the Justice Department before this 
Committee to find out why they are not enforcing this particular 
law. 

Chairman ARCHER. OK. Mr. McCrery. 

[No response.] 

Chairman Archer. Mr. Christensen. 

Mr. Christensen. Thank you, Mr. Chairman. 

Mr. Johnson, thank you for coming today. 

I greatly appreciate your story. Being an insurance agent myself, 
I wanted to find out more about your career as far as how you 
made your way from a sales agent to a general agent to the cor- 
porate headquarters. And along this line of questioning, I wanted 
to find out about the amount of money you had to give up to move 
into corporate headquarters. 

It is my understanding from a reading of your testimony and 
then from talking to my friend. Congressman Hancock, that you 
were pretty much slated to be the next chairman of this company. 
And even though you have said it’s a little bit late for all the 
money, hopefully the money that eventually will come to you, and 
God willing it will be there, will go to benefit something that is 
very important to you and, if not yourself, your family, and char- 
ities. 

How much money over the last 30 years, if you added up the sale 
of the company, the mergers and the acquisitions, and the various 
things that you’ve given up, do you think has been lost to you in 
personal wealth? 

Mr. Johnson. Under those circumstances, sir, I would have to 
estimate about $15 million. 
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Mr. Christensen. That is $15 million? 

Mr. Johnson. Yes, sir. 

Mr. Christensen. Assuming you would have been the chairman 
of the company, as you were the first person in line to receive that 
next appointment, and has the company you used to work for 
merged with another company in the meantime? 

Mr. Johnson. Yes, sir, they have. 

Mr. Christensen. Several mergers? 

Mr. Johnson. They have bought small companies, several small 
companies. They are a major company themselves. 

Mr. Christensen. And what is their size now in billions? 

Mr. Johnson. In actual rankings of the industry I do not know. 
They have about $40 billion in insurance in force and about $6.5 
billion in assets. 

Mr. Christensen. I guess the thing I get most upset about is the 
fact that, still today, the Department of Justice and Janet Reno 
and Margaret Richardson’s organization continue to file appeals, 
notice of appeals; that the second trial that came in was $6 million 
in actual damages and $3 million in punitive damages; that they 
refused to pay this amount, not even coming near the amount that 
would compensate you, let alone the time and anguish you have 
gone through over the last 30 years; and embarrassment to your 
family and your name, which nothing can take away. 

I guess I would just hope if there are Department of Justice offi- 
cials or IRS officials in this room today who read the record, that 
this would serve notice, I would hope, that this would never hap- 
pen again. As you have said, this would be the beginning of the end 
of these kind of practices against Americans when their own gov- 
ernment is fighting them. But you have admitted and you have 
paid over 10 or 15 or 20 years ago the pittance of $3,500 and what 
it has caused you in anguish. 

I apologize on behalf of our government and I thank you for your 
testimony and I hope, too, this would never happen again. But, in 
light of the fact that the Department of Justice is the perpetrator 
of this crime and the IRS continues to file notice of appeals, contin- 
ues to circumvent the law, continues to fly in the face of what two 
Federal judges have said is the right thing to do in the law, I don’t 
see this administration doing anything to help the plight of the 
American taxpayer and for that I say. I’m sorry. 

Mr. Johnson. Thank you, sir. 

Mrs. Johnson [presiding]. Mr. Neal. 

Mr. Neal. Thank you, Mrs. Johnson. 

Just a quick question, Mr. Johnson — and I think it is the most 
distressing detail that you’ve offered — would you repeat again what 
the IRS agent said when he came to your office, when you said. 
Why don’t we just see if we can work this out? 

Mr. Johnson. I said he had come back numerous times, he and 
another fellow. And on this one occasion, after it had been going 
on for about 1 year and all the other audits that were involving of- 
ficers of the American National Insurance Co. were completed, he 
kept coming back. I said to him one morning. If you think I have 
done something wrong, why don’t you tell me what it is so I can 
see if I can correct it. If I can’t explain it, if I owe you something, 
I will pay you and we will get on with our business. He said, Mr. 
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Johnson, you must realize the only good advertising the Internal 
Revenue Service gets is when they bring a big one down and he 
said, your name is a household word to thousands of people. 

I said. Do you mean to tell me you think you can take me to a 
court of law and convict me of wrongdoing on the basis of what you 
have? And he said. Oh, I don’t think that. I could put your name 
in the paper, that’s what I’m after. 

Mr. Neal. Thank you. 

Mr. Hancock. Would the gentleman yield? 

Mr. Neal. Yes, I will. 

Mr. Hancock. The news release was released 3 days after this 
convicted felon pled guilty to one charge to be able to try and save 
his career and also to protect his wife. It was released 3 days after 
the revenue department and after Justice, I suppose whomever 
they are, had agreed not to publicize it. That was on April 13. I 
don’t know whether that means anything or not. 

Thank you. 

Mr. Christensen. Would the gentleman yield? 

Mr. Johnson, this person who said that, is he still in the employ- 
ment of the Internal Revenue Service? 

Mr. Johnson. I have no idea. He has been listed as a potential 
witness at both of the trials. He and the other agent have been list- 
ed as potential witnesses and neither have ever shown. I have no 
idea. 

Mr. Christensen. Do you have any idea if he is still — any idea 
of where he is currently? 

Mr. Johnson. No, sir, I have no idea. 

His name is Walter O’Connoll. 

Mr. Christensen. Walter who? 

Mr. Johnson. Walter O’Connoll. 

The other agent involved was Dudley Baker. 

Mr. Christensen. Thank you, Mr. Johnson. 

Mrs. Johnson. We do have to vote right now, but before we do 
I would like to ask you a few questions that would require really 
very brief answers but I do want them on the record. 

First of all, you indicated in your 1975 tax deficiency that your 
deficiency was only $3,500. Why do you think the IRS prosecuted 
criminally rather than letting you pay? Now, you have addressed 
that to some extent, is there anything you would have to add to 
that answer? 

Mr. Johnson. Nothing other than I think they were looking for 
publicity. At the first trial. Judge John Singleton said 

Mrs. Johnson. Has anyone from the IRS ever acknowledged to 
you that what they did was wrong? 

Mr. Johnson. No, ma’am. 

Mrs. Johnson. Thank you. 

I want to ask a couple of other questions of my colleague because 
I want to be sure they are on the record. 

Representative Hancock, have you and Mr. Johnson ever had any 
financial dealings or business relationships with one another? 

Mr. Hancock. Well, back about 15 years ago or longer than that, 
maybe 25 years ago, we jointly owned one of the best bird dogs that 
ever hunted in southwest Missouri. I trained it and kept it and 
Johnny bought the feed. 
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Then about in 1968, I was licensed under Johnny, Johnny is a 
good recruiter, he is one of the best ever in the whole United 
States, and I was licensed to sell insurance and also to sell mutual 
funds through his agency. 

Upon coming into the Congress, those licenses had to be termi- 
nated. You know, as a Member of Congress, I can’t hold a license. 
Other than that, no. And it was straight commission sales and no 
other financial dealings whatsoever, in any way, with Mr. Johnson. 

Mrs. Johnson. Thank you. 

There is a fine line, of course, that Members of Congress must 
walk and in inquiring into matters involving ongoing litigation, 
have you ever discussed the substance of Mr. Johnson’s case with 
any Federal official? 

Mr. Hancock. I have brought Mr. Johnson’s case to the attention 
of Mrs. Richardson, the Director of Internal Revenue Service, on 
the basis of an inquiry. Have you ever been briefed on the case? 
I have never discussed it with her in any way except that inquiry. 

I also have a letter from her whose response is. Yes, she has 
been briefed. Congressman Henry Hyde asked me to call Justice 
and ask a representative of the Justice Department to be here at 
this hearing to hear Mr. Johnson. I did make that telephone call. 
I pointed out the only reason I was making the call and the only 
things that were discussed was a little bit of what was the written 
document. No opinions were expressed in any way whatsoever. 

Mrs. Johnson. Are you concerned about retribution from the In- 
ternal Revenue Service for the role you are playing in trying to 
bring Mr. Johnson’s case to public attention? 

Mr. Hancock. Five years ago when this first came up and when 
I brought it to the attention of a few Members of Congress, that 
was a concern, yes. Frankly, I am concerned. 

Mrs. Johnson. But to date it hasn’t materialized? 

Mr. Hancock. It hasn’t materialized yet. However, I understand 
a Member of Congress who just walked out of here said he under- 
stands it is kind of routine for retiring Members of Congress to get 
audited. I don’t have anything to hide. I may get audited. 

Mrs. Johnson, I am not concerned that the Internal Revenue 
Service or Department of Justice is going to come after me. I don’t 
think they will. I am concerned about my estate. Quite frankly, I 
am in the process right now of developing and completing an estate 
tax return in detail, so my wife and my family will have a complete 
record of the things that I have in my head that are not on paper. 

Yes, I am concerned. 

Thank you. 

Mrs. Johnson. Thank you, Mr. Hancock, it is important to get 
those things on the record. 

Mr. Johjnson, it is appalling what you have gone through. It is 
outrageous what government has done to you and it is impressive 
what you have contributed in your life, both as a private citizen, 
volunteer, and as a businessman, father, and community person. I 
commend you for the quality of the life you have lived and, believe 
me, we will be looking very, very carefully at how we can hold the 
Internal Revenue Service far more accountable for the actions of 
agents that were inappropriate and illegal. 
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We started looking at that before the last Taxpayer Bill of 
Rights. We were not able to complete that in time to keep that bill 
moving but it is high on our agenda, and we will not let this hear- 
ing be the end of this matter. 

I do have to go vote. When we return, we will move to the next 
panel. 

Thank you. 

Mr. Johnson. Thank you veiy much, ma’am. 

[Recess.] 

Mr. English [presiding]. I will call this hearing back to order, 
please. We will return to the second panel and we appreciate all 
of you participating and your patience in lieu of some of the things 
going on, on the floor of the House. 

I would like to give each of you an opportunity to offer your open- 
ing statement and then as we have some other Members here and 
I have a number of questions, we will have an opportunity to offer 
you some direct questions. 

I would first like to recognize Hon. W. Henson Moore, who is no 
stranger to this institution, and he is currently president and chief 
executive officer of the American Forest and Paper Association. 

STATEMENT OF HON, W. HENSON MOORE, PRESIDENT AND 

CHIEF EXECUTIVE OFFICER, AMERICAN FOREST AND 

PAPER ASSOCIATION; AND FORMER MEMBER OF CONGRESS 

Mr. Moore. Thank you, Mr. Chairman. 

Our trade association is the national trade association that rep- 
resents the building products and paper industry. We account for 
7 percent of the U.S. manufacturing output. We rank among the 
top 10 manufacturers in 46 States, employing some 1.6 million 
Americans. This hearing is focusing on manufacturing and natural 
resources, and certainly this industry fits that mold. 

We look at what is going on in the world today in the case of 
global competition, and we certainly spend an awful lot of time 
worrying about our competitors around the world. Technological 
advances we need to do to stay on top, and then the environmental 
cost and the environmental protection costs we must implement to 
be able to meet the legal requirements in this country cause us to 
have to continuously reinvest large amounts of capital. 

As a matter of fact, we are one of the most capital sensitive and 
capital intensive industries in the country. And such things as the 
need to reduce the capital gains tax, the need to repeal the alter- 
native minimum tax, and the high cost of estate taxes are things 
that are wrong with the current law that frustrate the ability of 
this industry to be able to form the capital necessary to meet the 
high capital cost demands for protecting the environment and 
maintaining our competitive advantage. 

This industry is one that has another facet to it of interest which 
needs to be looked at when you reform the Tax Code. It normally 
takes somewhere between 20 and 80 years, depending upon what 
part of the country you are in, from the time an investment is 
made in a tree farm until the owner of that farm reaps any bene- 
fits. 

And during that time period, he’s spending money on the front- 
end expenses to put the trees in, managing and maintaining and 



240 


protecting the timber, property taxes, interest expenses, and then 
during that time of 20 to 80 years while he’s waiting to get some 
of that money back, he runs a host of uninsurable risks of nature, 
such as fire, and storm and insects and disease, along with the full 
gamut of economic risks associated with any long-term investment. 

So, this industry is a little bit different natural resource industry 
when >ou look at the time line it takes and the faith it takes for 
somebody to make an investment in this industry and be around 
to reap the benefits of it. 

For these reasons, we have concluded that the efforts of the 
Chairman of this Committee and the Members of this Committee 
to look into tax reform and, perhaps even tear out by the roots, as 
the Chairman has said, the existing tax system for another one, is 
a proposition we strongly support. 

Unfortunately, the marginal changes we’ve been waiting for and 
looking for in alternative minimum tax, and capital gains and es- 
tate taxes just don’t seem to be coming. Perhaps it is time we re- 
form the Tax Code in general. Our most serious concern, the thing 
we are really the most interested in is because of our competitive- 
ness — we are the largest industry in the world, nobody produces 
more building products or more paper than the United States 
does — for us to maintain our competitive position, to gain in ex- 
ports which we are currently doing, and to keep up with technology 
and protect the environment requires so much capital that that is 
the focal point for us in terms of looking at a reform of the Tax 
Code: Capital formation. 

Something needs to be done to make it easier and more attrac- 
tive in relation to our competitors around the world to be able to 
form capital and spend and recoup capital in these industries that 
employ people such as ours and require the tremendous capital in- 
vestments that we have. 

And, certainly in looking at a new Tax Code, we think that boost- 
ing the supply of savings in this country is very important, again, 
to reduce the cost of capital. If we can have a greater savings rate 
in the country, our capital costs will be more competitive than they 
are currently. Capital investment, as I indicated, immediate 
expensing of all capital investments is something being talked 
about. We strongly support that as being a much better way to go 
about recouping the capital we gather and then spend in this in- 
dustry. 

Border adjustability, such as the exclusion of export sales from 
the tax base, as is done in the USA tax proposal, is something we 
also think is important, as we are major exporters. We want to ex- 
port even more in the future. 

Eliminating the deduction for compensation of employees as 
some have talked about doing is something we think would be a 
mistake and also eliminating the whole mortgage interest deduc- 
tion is something we think would not necessarily be a good idea. 
But, basically anything that helps us form capital cheaper and bet- 
ter and helps boost the savings rate in the country is something 
we are basically interested in and would be supportive of. 

There are some transition issues that need to be looked at, such 
as the unrecovered cost of capital assets and inventory as you move 
from the system we have now into a new one, as well as the exist- 
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ing tax attributes, such as net operating losses and tax credit 
carryovers, as these were important and were part of the figuring 
of the cost of capital investment in the industry at the time we 
made them. 

But, Mr. Chairman, we are very supportive of your efforts. We 
would like to be very encouraging of your efforts. We certainly 
stand ready to work with this Committee at any time to indicate 
how we think or to be of assistance to the Committee as you go 
through some very difficult deliberations as this becomes a very se- 
rious effort, perhaps, in the next Congress. 

[The prepared statement follows:] 
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Thank you, Mr. Chairman. My name is Henson Moore, President and CEO of the 
American Forest & Paper Association (AF&PA). I am pleased to be here today to present a 
preliminary assessment of the implications that sweeping tax reform measures would have for 
the forest products industry. AF&PA is a national trade association representing producers of 
paper, pulp, paperboard and wood products, as well as the growers and harvesters of this nation's 
forest resources. The forest products industry provides 7 percent of U.S. manufacturing output 
and ranks among the top 10 manufacturing employers in 46 states. More than 1.6 million people 
are directly employed by the forest products industry. At the same time, this many-faceted 
business is also a natural resource-based industry which is responsible for planting, growing, and 
harvesting trees - a basic renewable resource. This hearing, with its focus on manufacturing 
and natural resources, provides a special opportunity to highlight the unique nature and concerns 
of this industry, and I appreciate the opportunity to share AF&PA's members' views. 

The Ways and Means Committee has already seen several important facets of this 
industf)' in the faces of witnesses who have appeared before this committee in the 104ih 
Congress. Chester and Lonnie Thigpen, father and son Tree Farmers, whose family business 
covers 850 acres in Montrose, Mississippi, have testified, as has Andy Sigler, Chairman and 
CEO of Champion International Corporation, one of the world's leading manufacturers of pulp, 
paper and wood products, based in Stamford, CT. These witnesses represented just two of the 
vital forces at work in today's forest products industry. 

The U.S. forest products industry is an inter-dependent network of small and large 
businesses ranging from private tree farmers and independent logging contractors to 
manufacturers and distributors of paper, pulp, lumber and building products. Woodland owners 
rely on manufacturers to provide a ready market for the trees they grow. Likewise, 
manufacturers need these trees to assure a reliable supply of raw materials for the products they 
manufacture. 


We applaud the Ways and Means Committee's efforts, and your personal commitment, 
Mr. Chairman, to explore the ramifications of fundamental tax reform, and this industry intends 
to be an involved participant in the debate. The forest products industry has a vital stake in the 
on-going tax restructuring debate given the unique problems we face. This industry depends on a 
sustainable source of fiber for its pulp, paper, and solid wood mills. And yet, current tax 
policies create disincentives to the implementation of sustsunable forestry principles, as well as a 
disincentive to the capital formation necessary for continued investment in sophisticated plant 
and equipment. Because of the requirements of global competition, technological advances and 
environmental protection, the industry must continuously reinvest large amounts of capital, yet 
the current tax code discourages that investment in a number of ways. Compared to our major 
industrial competitors, the U.S. lax code is significantly less favorable for investment. 
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That is why the forest products industry supports changes approved by this Committee 
and this Congress earlier this year that would encourage economic growth and investment. We 
strongly support the proposal to reduce the capital gains tax for individuals and corporations. 

This would encourage long-term investment and risk taking, lower the country's cost of capital, 
and enhance the international competitiveness of U.S. producers. For the U.S. forest products 
industry, a lower capita! gains lax rate will encourage private landowners to invest in timber 
growing enterprises to meet the country's future demand for timber, 

We also strongly support repeal of the Alternative Minimum Tax (AMT). The AMT is 
clearly not working the way Congress intended. This tax falls most severely on cyclical and 
capital intensive industries. It raises the cost of capital and penalizes capital intensive 
companies. Instead of acting as a backstop to ensure that truly profitable companies don't escape 
paying their fair share of lax, AMT has become an almost permanent penalty on capita] 
investment. We must address the problems created by the AMT in order to generate economic 
growth, strengthen global competitiveness and create new jobs. 

The burden of overly high estate taxes on family-owned businesses must be eased. Estate 
Tax reform is particularly important to the more than 7 million people who own most of the 
nation's productive limberland. Many of these 7 million landowners are also close to retirement 
age, and without estate tax reform many of their properties will be broken up into smaller tracts 
or harvested prematurely just to pay estate taxes. 

The United Stales is blessed with an abundant and infinitely renewable resource - almost 
490 million acres of limberland which can be planted, harvested and replanted on a sustainable 
basis for hundreds of years to come. And with AF&PA's Sustainable Forestry Initiative®'^, our 
members - who own approximately 90 percent of the industrial forestland in the United States -- 
are voluntarily, visibly and significantly changing the practices of forestry on industrial 
forestland. Yet the tax code must recognize the unique aspects of investing in this renewable 
resource (a 20 to 80 year holding period and the risks from fire and disease, in addition to general 
market risks), 

The forest products industry is also one of the best examples of the positive effect of 
investment on productivity. As a result of this industry's investment, productivity has improved 
dramatically, costs are down, and the industry is a strong global competitor. That doesn't mean, 
however, that we can become complacent. Because of the requirements of global competition, 
technological advances and environmental protection, the industry must continuously reinvest 
large amounts of capital, yet the current tax code discourages that investment in a number of 
ways — high tax rates on capital gains and the alternative minimum lax to name two. Compared 
to our major industrial competitors, the U.S. tax code i.s significanliy less favorable for 
investment. 

AF&PA has performed a preliminary analysis of two of the major lax reform proposals - 
a flat lax (such as the one introduced by House Majority Leader Dick Armey) and an income tax 
with an unlimited savings deduction (such as the USA tax system introduced by Senators 
Domenici and Nunn), and we are working to assess the implications of other proposals. Based 
on this preliminary assessment of the Armey and USA proposals, association and industry 
economists and lax experts found a number of favorable components. However, any new tax 
system also raises some significant issues and concerns. My testimony will focus on those 
particular issues and potential implementation problems related to the unique characteristics of 
this industry. 

Capital Intensive, Internationally Competitive Industry 

The pulp and paper segment of the industry is one of the most capital intensive and 
internationally competitive manufacturing industries in the world. Each employee in the pulp 
and paper busiiiess is supported by $123,000 of plant and equipment. Just since 1980, the 
industry has invested more than $130 billion in new pulp and paper production and pollution 
prevention equipment. This amount accounts for about ten cents of every sales dollar from paper 
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products, the highest reinvestment rale of any U.S. manufacturing industry. The U.S. forest 
products industry is also a good example of the role investment plays in creating good, high- 
paying jobs. 

The future growih of this country's forest products industry lies in export markets, but the 
U.S. has recently shifted from being a net exporter to a net importer of forest products. One 
problem is that overseas suppliers, many of whom are given generous tax breaks and other 
subsidies, have a competitive advantage over U.S. producers. Some foreign countries have taxes, 
such as value-added taxes, that, in effect, reduce the alter-tax cost of manufacturing goods for 
export and increase the after-tax cost of imports. Foreign governments also provide indirect and 
direct subsidies of various forms (such as reduced borrowing costs, reduced labor costs and 
reduced property taxes) to manufacturing companies. 

U.S. forest products must successfully compete in the global market, and tax reform must 
play an important role in creating an economic environment which will help "level the playing 
field" for American companies competing in the global marketplace. 

For the pulp and paper industry, maintaining international competitiveness is a necessity 
- not a luxury. Because of its high level of fixed investment, this industry must achieve 
extremely high operating rates in order to remain profitable— levels that have averaged 92% over 
the past 30 years. Consequently, even a small loss in international competitiveness can 
jeopardize operating rates and cause a downward spiral. 

Because of the requirements of global competition, technological advances and 
environmental protection, the industry must continuously reinvest large amounts of capital, yet 
the current tax code directly discourages that investment through tax penalties such as the 
Alternative Minimum Tax (AMT), high rates of tax on capital gains, and double taxation of 
corporate earnings. Moreover, compared to our international trading partners, the U.S. tax code 
is significantly less favorable for investment. 

Planting, Growing and Harvesting Trees 

The forests on which this industry depends are a unique and invaluable national resource 
that can be managed to provide commodities and services. However, good stewardship and wise 
use of the land is essential to the continued prosperity and vitality of the forest products industry. 

Timber growing is unique when compared to every other economic activity. It lakes 
between 25 years and upwards of 75 years for a tree to be ready for harvest. This extraordinarily 
lengthy holding period requires an unusually strong commitment from investors because capita! 
is literally locked into the ground during the growing period with very little market liquidity. 
Moreover, timber growing initially requires heavy front-end expenses and, later, on-going 
expenses from managing, maintaining and protecting the timber, as well as for property ttfices and 
interest. 

Over the entire growing period, timber is subject to a host of risks of nature, like fire, 
storm, insects, and disease, plus the full gamut of economic risks associated with long term 
investments. Acts of nature are not insurable, so this veuiable adds to the risk and unpredict- 
ability of timber as an investment. Therefore, fair capital gains treatment is essential to making 
forestry an economically viable investment. Additionally, since much of this land is held by 
individuals, the current estate tax rules often force liquidation of either the land or the trees just 
to pay the taxes upon death. Private forest land owners are obviously very sensitive to all factors 
that affect the economics of long-term forestry investments, especially U.S. tax policy. 

Timber harvests cm public forests have declined more than 50% from the levels of the 
mid-late 1 980's. With the nation now looking to the private sector for the "working forest" of 
today and tomorrow, the country's interests require a policy framework that supports private 
forestry investments. To do otherwise wouldiforce both small and large timber growers out of 
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the business of growing trees — threatening the country's future timber supply and the future 
availability of products on which the American people have come to rely. 

Industry Recommendations/Concerns Regarding Tax Reform 

0 Provisions designed to boost the supply of savings should be included in any tax reform 
system. Much concern has been expressed over the relatively low rates of U.S. savings, and 
many economists believe that stronger savings will translate into increased investment, which in 
turn is the key to future growth. Both the flat tax and USA proposals would effectively remove 
the current penalty against savings, using different approaches. 

o Capital investment is the key to higher productivity and the creation of new and better 
jobs. Immediate expensing of all capital investments is an essential ingredient of any tax system 
designed to stimulate economic growth and strengthen international competitiveness. 

Eliminating or at least minimizing penalties for capital investment is another essential ingredient 
of any tax system redesign that is intended to stimulate economic growth and strengthen 
international competitiveness. 

0 Border-adjustability, such as the exclusion of export sales from the lax base as provided 
in the USA proposal, is another essential component of a tax reform system which will 
strengthen global competitiveness and create new jobs. Under the Armey flat tax, however, there 
is no rebate of taxes on exports, and the foreign tax credit is eliminated. Thus, this latter 
proposal further tips the scales against U.S. producers trying to compete in international markets. 

0 Eliminating the deduction for compensation would also have an effect on our industry. 

If, under any tax system, a deduction for compensation is disallowed, the negative impact on job 
creation should be eased by allowing a compensating credit, such as a credit for Social Security 
taxes, 

0 Another industry concern is the home mortgage interest deduction. Under the Armey 
flat tax proposal, households would not be permitted to deduct mortgage interest expenses. The 
USA tax would preserve mortgage interest deductibility, but would not allow non-mortgage 
interest outlays to be deducted. An analysis by the economic consulting firm DRI/McGraw-Hill 
estimates that the market value of an average home would drop by 1 5 % if the Armey tax 
proposal was implemented without a phase-in period. New home construction would also drop 
sharply during the initial years of the new tax structure, according to DRl, but then would 
recover in response to an anticipated easing or mortgage interest rales. 

Transition Issues/ Recommendations 

The introduction of any major tax reform poses formidable transition questions. 
Therefore, our preliminary analysis also poses more questions than answers at this point. 

A particularly significant transition issue for this industry is the handling of unrecovered 
costs of capital assets and inventory, as well as existing tax attributes such as net operating losses 
(NOLs) and tax credit carryovers. 

Basic equity and fairness requires drafters of new proposals to allow recovery of both. 
Unrecovered costs relate to property which either produced income subject to tax under the 
income tax, or will produce income subject to tax under the new system. Thus, taxpayers should 
be allowed to recover the costs of producing the income. Likewise, taxpayers have the 
expectation that they will carry over tax attributes, since Congress has historically provided 
transition relief when major changes were made to the tax code. 

We believe a simple yet fair approach for allowing recovery of unrecovered costs of 
property and tax attributes is as follows: 
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0 While we recognize that the write-off period may need to be related to the impact on 

revenue, we nonetheless believe that full recovery of these costs should be allowed as a 
basis no less beneficial than allowed under current law. Specifically, unrecovered basis 
and AMT credits that have been generated due to the draconian depreciation scheme of 
AMT should be allowed to fully offset tax liabilities under the new system. 

o With respect to tax attributes, we believe that NOL’s should be converted into credits and 
that all credits should be uiilizable ratably over the same write-off period as unrecovered 
costs of property. 

Thank you for the opportunity to testify today, Mr. Chairman. Again, we applaud the 
Committee's efforts to tackle this important issue and embark on what will undoubtedly be a 
lengthy debate. On behalf of the American Forest & Paper Association, I assure you the U.S. 
forest products industry intends to remain engaged and involved as a commentators and 
information resources as the efforts of this Committee continue to restructure, simplify and 
improve our tax code. 
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Mr. English. Thank you, Mr. Moore, and we very much appre- 
ciate your time here and your statement. 

The Chair would recognize for a statement, Paul Sullivan, chair- 
man of the committee on taxation of the American Petroleum Insti- 
tute and vice president and General Tax Counsel of the Exxon 
Corp. 

Welcome, Mr. Sullivan. 

STATEMENT OF PAUL SULLIVAN, CHAIRMAN, COMMITTEE ON 

TAXATION, AMERICAN PETROLEUM INSTITUTE; AND VICE 

PRESIDENT AND GENERAL TAX COUNSEL, EXXON CORP. 

Mr. Sullivan. Thank you, Mr. Chairman, and good afternoon. 

I am Paul Sullivan, vice president and general tax counsel of 
Exxon Corp., and chairman of the general committee on taxation 
of API, the American Petroleum Institute, and I am here today on 
behalf of API. 

I would like to thank the Committee for the opportunity to com- 
ment on a topic of profound importance to our industry as well as 
to all the taxpayers of this country. We will be submitting a more 
detailed statement for the record of these hearings. 

As the Committee requested in the hearing notice, I am address- 
ing the various tax reform proposals as total replacements for the 
current income tax, not as add-on taxes. 

The API applauds the Committee and the sponsors of the various 
tax reform proposals for moving toward the taxation of consump- 
tion, rather than the taxation of income. API, like Chairman Ar- 
cher, has concluded that a properly designed consumption tax is 
preferable to an income tax. In that regard, we have developed a 
set of design principles by which to evaluate the effectiveness of 
any consumption tax proposal. Those principles are set out in our 
written statement. 

While we are supportive in principle of moving toward the tax- 
ation of consumption, we urge the Committee to proceed with cau- 
tion. Because the income tax has been embedded in our economy 
for more than 80 years, business decisions have been and continue 
to be premised on economic assumptions that are spawned by that 
system. Therefore, any radical change is going to have profound 
implications for the structure of business, the financing of business 
and business operations, themselves. And those implications must 
be thoroughly understood before moving to any new system. 

This is especially true in the capital intensive oil and gas indus- 
try where the results of decisions taken today may take a decade 
or more to manifest themselves. 

For example, here are several issues that we have been wrestling 
with as we consider the various proposals. First, the tax treatment 
of imports of all basic commodities for further manufacturing will 
have significant ripple effects on the economy. Because more than 
one-half of the crude oil used in the United States is imported, this 
issue is of major concern to our industry. One of the proposals, the 
USA tax, imposes a nondeductible import tax which would have a 
negative effect on the price of energy to consumers. We believe any 
import tax should be fully creditable or deductible in order to be 
on a parity with the value-added taxes of our trading partners. 
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Second, because our industry must operate where we have access 
to economically recoverable reserves, and significant domestic 
sources have been foreclosed to oil and gas development, the tax 
treatment of international operations is critical to our continued 
ability to supply the Nation’s hydrocarbon energy needs. 

Third, because our industry’s projects require large amounts of 
capital and are high-risk ventures, the tax treatment of the financ- 
ing and structuring of these ventures is an essential element of de- 
cisions whether to proceed. We are concerned about the impact of 
these proposals on our access to efficient sources of capital, wheth- 
er through traditional capital markets or partnerships, joint ven- 
tures, and other business structures. 

Not only must the Federal tax implications of any proposal be 
considered, but also. State income tax integration, U.S. financial 
accounting treatment and securities market effects must be thor- 
oughly understood. Further, consideration must be given to the 
place of the United States in the global economy. The protections 
afforded by the current income tax treaty system will have to be 
replaced by newly negotiated treaties throughout the world. 

Time does not permit an exhaustive delineation of all of our con- 
cerns. But we believe these few examples illustrate the need for a 
cautious and deliberative process, one that looks not only at all of 
the effects, once a new system is in place, but also addresses fair 
and equitable transition from our current system to any replace- 
ment system. 

The Committee has asked us to evaluate these proposals in their 
pure conceptional form. I hope API’s testimony demonstrates why, 
without considering the specific details of a fully developed legisla- 
tive proposal, we cannot make a considered choice among the sev- 
eral options. At the same time, let me emphasize that while we 
have identified a number of issues, none of these problems are in- 
surmountable. We are eager to work with the Committee as you 
continue to develop a replacement for the current system. 

Thank you. 

[The prepared statement follows:] 
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STATEMENT OF PAUL SULLIVAN, CHAIRMAN 
COMMITTEE ON TAXATION 
AMERICAN PETROLEUM INSTITUTE 
AND VICE PRESIDENT AND GENERAL TAX COUNSEL 
EXXON CORP. 


INTROnili^TION 


1. Background 

This statement is submitted by the American Petroleum Institute (API) for the 
record of the July 31 hearing of the House Ways and Means Committee regarding the 
effects of various tax reform proposals on manufacturing and energy and natural 
resources. API represents approxjnately 300 companies involved in all aspects of the oil 
and gas industry, including exploration, production, transportation, refining and 
marketing. API appreciates the opportunity to comment on a topic of profound 
importance to our industry. 

Various consumption tax proposals have been offered recently as complete 
substitutes for the current income tax system. This statement will focus on the business lax 
aspects of 1) the Armey Flat Tax ("Flai Tax”), 2) the Nunn/Domenici Unlimited Savings 
Allowance Tax (“USA Tax”), 3) a European-siyle credit-invoice value added lax 
(“CrVAT”), 4) the Schaefer/Tauzin National Sales Tax (“NST’), and 5) our current 
income tax system. API takes no position at this time as to whether the current income 
tax system should be completely replaced, but there is no doubt that as presently codified, 
it imposes wasteful and unnecessary burdens on the economy. We commend the 
Comminee and the sponsors of the various proposals for their efforts to improve our tax 
system and for moving toward the taxation of consumption rather than the taxation of 
income . 


2. Problems With Our Current Income Tax 

Over the years, changes to the Internal Revenue Code (“Code”) and the 
regulations thereunder have created the most complex income tax system in the world. 
Because of this complexity, unreasonable compliance and collection costs (both to the 
government and to taxpayers) impair the efficiency of the system: obscure or conflicting 
aspects of the Code and regulations fail to become operative as intended; and 
administrative implementation of complex provisions often takes years, creating long 
periods of uncenainty for taxpayers as to their tax obligations. 

The current income lax system is biased against savings and investment, and in 
favor of consumption. It taxes corporate generated income twice. For example, in the 
case of a dividend, once when the income from which the dividend is generated is earned 
and again when the dividend is received by the shareholder. Moreover, because recovery 
of capital costs is spread over time there is effectively a tax on the capital investment itself. 

Our income lax system is neither “territorial” nor “border adjustable”. Therefore, it 
does not allow domestic and foreign produced goods to compete on an equal basis in 
domestic or foreign markets. Rather, the U.S. foreign lax system acts to inhibit American 
competitiveness. U.S. coiporations are taxed on worldwide income, while many foreign 
corporations are not. U.S. anti-lax deferral rules arc the most restrictive in the world; 
unnecessarily complicated mechanics of the foreign tax credit limitation further reduce the 
effectiveness of the credit as a means to avoid double taxation; and the volume and 
frequency of changes in the foreign tax area continue to add compliance costs and 
destabilize the ability of U.S. businesses to compete worldwide. 

Most of our trading partners have some form of value added tax (almost 
exclusively a CIVAT) that permits the tax, under the rules of the General Agreement on 
Tariffs and Trade (GATT), to be rebated on exports. Our income tax cannot be rebated 
on our exported goods (domestically produced goods must bear the burden of our income 
lax as well as local taxes in foreign markets), while goods imported into the U.S. do not 
bear the VAT imposed in their country of origin. Whatever comes out of this tax reform 
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process should have us one of its goals lo improve the ability of U.S. companies to 
compete intemarionaJIy. 

3. Principles of a Properly Designed Tax System 

API believes that properly designed consumption taxes are preferable to income 
caxe^. In studying consumption taxes over a number of years, we have developed a set of 
principles by which we evaluate alternative consumption tax proposals. They include the 
followittg: 

• Minimize economic distortions: 

« Ensure that foreign and domestically produced goods compete equally in the market 
Dlace; 

• Permit the current deduction of capital expenditures; 

• Impose only one rate or as few rates as possible; 

• Facilitate recovery of taxe.s In the marketplace; 

• Exclude from the base separately stated excise taxes, including sales and use taxes: 
royalty payments to federal and state governments: and non cash exchanges; 

• Be relatively easy to comply with and administer; and 

• Make the tax rate or amount of tax clear to the ultimate consumer. 


4. Concerns with Changing to a New Tax System 

While we are supportive in principle of moving towards the taxation of 
consumption, we urge the Cotnmiuee to proceed with caution. Because the inconte tax 
has been embedded in our economy for more than eighty years, business decisions have 
been, and continue to be. pretnised on economic assumptions spawned by that system, 
Therefore, any radical change will have profound implications for the structure of 
business, the futancmg of business, and business operations iheinselves, and these 
implications inust be thoroughly understood before moving to any new system. This i,s 
especially true in the capital intensive oil and gas industry, where the results of decisions 
may take a decade or more to manifest themselves. 

For example, the tax treaimeni of imports of all basic commodities for further 
manufacturing will have significant ripple effects on the economy. Because more than half 
of the crude oil used in the United States is imported, this i.ssuc is of major concern to our 
industry. One of the proposals (USA Tax) impo.ses a nondeductible import tax that would 
increase the price of energy to consumers. We believe that any import lax should be 
imposed in a manner designed to put a new tax sy.sicm on a parity with the VATs of our 
trading partners. 

Our industry inusi operate where we have access to economically recoverable 
reserves. As significant domestic sources have been foreclosed to oil and gas 
development, the tax n-eatment of international operations is critical to our continued 
ability to supply the nation's hydrocarbon energy needs. In addition, since our industry's 
projects require large amounts of capital and arc high risk, long lead-time ventures, the tax 
treatment of the financing and structuring of these ventures is an essential element of 
decision.^ whether to proceed. We are concerned about the impact of these proposals on 
our access to efficieni .sources of capital, whether through traditional capital markets or 
partnerships, joint ventures, or other business struciurcs. 
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Not only must the federal tax implications of any proposal be considered, but state 
tax integration. U.S. financial accounting treatment, and securities market effects must 
also be thoroughly understood. Finally, consideration must be given to the place of the 
United States in the global economy. A unilateral change in the basic taxation of inbound 
and outbound transactions by the U.S. will require that new treaties be nc^'^iidieu i” ^rder 
to maintain the protections afforded U.S. companies by the current income tax treaty 
system. Tliese include: elimination of double taxation due to overlapping exercise of 
authority; facilitation of bu.siness transactions between countries that might otherwise be 
inhibited by overly intrusive national taxation; reduction of high rate withholding taxes 
imposed by many countries on payments to foreigners of items such as dividend.s. interest, 
rents, and royalties; and other provisions designed to lessen the burden on international 
commerce of varying national taxation systems. 


The Flat Tax, USA Tax. CIV AT, and NST. all of which are different fonns of 
consumption based taxes, fully or partially .satisfy .several of API’s eight criteria outlined 
above. However, each also falls short on some of the criteria or leaves issues open to 
concern. A discussion of each proposal follows. 

Armey Flal Tax Proposal (H.R. 20601 

1. General Characteristics 

One particular strength of the Flat Tax is that it permits an immediate deduction 
for capital expenditures. This criteria is very important to capital intensive businesses, such 
as the oil and gas industr>'. Another strength of the Flat Tax is that it has a single tax rate 
(as does the USA Tax and NST), which should contribute to simplicity. However, 
although the Flat Tax appears simple to comply with and administer, there are a number of 
areas svhere the application of the tax is unclear. 

2. Territoriality and Border Adjustability 

The Flat Tax is an improvement over the current system in chat it is '‘lerriioriar’ in 
nature (as are the USA Tax and NST). This mean.s that tax is generally imposed only on 
activities within the U.S. In this regard, U.S. -based multinationals spend an inordinate 
amount of lime and resources attempting to comply with the current income tax system, 
which taxes companies on their worldwide as well as U.S. sourced income. The foreign 
provisions of the current income tax system are extremely complicated to comply with, 
including the rules regarding multiple baskets and categories of income, and the resulting 
incremental revenue to the U.S. government from taxing these foreign operations does not 
appear to justify the lime and expense incurred by either taxpayers or the government. 
Thus. Congressman Anney should be applauded for proposing a “territorial” approach to 
taxation. 

The Flat Tax is also an “origin-based” taxing system, as opposed to a “destination- 
based” system. This means that iinports into the U.S. are exeinpt from taxation, but any 
exports leaving the U.S. would still be taxable. (On the other hand, the USA Tax and 
NST are de.stinalion-based systems and would tax imports and exempt exports.) All other 
factors being equal, net importers would seem to benefit under an origin-based system 
such as the Flat Tax, while net exporters would likely be injured. 

?>. Deductibility of State and Local Taxes 

The treatment of excise or other taxes imposed on businesses by state and local 
governments is another issue of great importance to the petroleum industry. Exci.se taxes, 
including severance taxes, environmental taxes, and sales and use taxes, are imposed at 
almost every stage of our operations and on almost every product because we act as a 
collection agent for the government. It is unclear whether all of these taxes would be 
deductible under the Flat Tax. Thus, before adopting a new tax system based on the Flat 
Tax, we a.sk for clarification that deductions would be permitted for all excise taxes. This 
principle also applies to income and franchise taxes, as well as property taxes, paid to 
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states and local municipaliLies. Disallowing deduction of these taxes would create unfair 
distortions between sectors of the economy. For example, di.sallowing a deduction for 
properly taxes may have linle effect on a corporation dealing principally in services. 
However, property taxes may reprc,scnt a significant factor in determining the net profit 
for a corporation whose business requires the ownership of extensive real property. 

4, Deductibility of Leases and Royalties 

Although the Flat Tax clearly permits the expensing of business acquisitions, it 
should clarity that lease and royalty payments made to federal and state governments are 
also deductible. In addition, if distinctions are made between active and pa.ssive income, 
with the criterion for classif ication being the immediate use of property in the business, 
there must be an allowance for the common practice in the oil and gas business of mineral 
interests that are not iiomediaiely developed. Leases may be purchased with the 
expectation of finding oil or natural gas quickly, but it may then take several years of 
seismic testing and lest bonngs to determine when and if the leased property will aciuaUy 
become an active pari of the business. During this period, oil and gas intere.sts should not 
be considered passive inve.stments. 

5. In-Kind Exchanges 

One issue that is .still unclear under the Flat Tax is the treatment of non-cash 
exchanges. Under current law. tax-free exchanges are a common and important part of the 
oil and gas business. Inventory exchanges of equivalently (or nearly equivalently) valued 
barrels of oil or product are everyday occurrences involving extremely high volumes that 
permit the efficient tran.sportaiion and supply of crude oil and product throughout the 
country. Certainly, compensatory cash payments for value differences on these exchanges 
should be taken into account for tax purposes, but the full value of the exchanged 
products must not be considered as a taxable transaction. 


USA Tax Proposal (S.722i 

1. General Characteristics 

The USA Tax satisfies several of the API criteria for evaluating taxing systems. 
Like the Flat Tax. it would encourage invesiinent in durable business assets by allowing 
the immediate deduction of capital expenditures. API also favors this proposal for 
recognizing that excise taxes should be excluded from the tax base and for establishing 
one tax race for business. 

Several aspects of the USA Tax appear easier to comply with and administer than the 
present income tax system. Allowing immediate expensing of capital equipment is a great 
simplification compared to the current complex depreciation rules. Since the USA Tax is 
also a “territoriar’ system, bu.sines.ses would no longer have to incur many of the 
administrative and compliance costs of the current system relating to foreign operations. 

In certain respects the USA Tax would help to minimize economic distortions as 
compared to the current system. Our present income tax system contains a large number 
of complex deductions and credits, many of which create competitive distortions in 
particular business sectors. Different rules apply depending upon whether a business 
operatCN in corporate or partner.ship form. The USA Tax is more neutral because it would 
allow much fewer deduction.s and would apply to all business sectors and forms of 
busine.ss organizations, but there is considerable uncertainly as to how the taxation of 
partnerships would affect the indu.stry practice of forming joint ventures for high cost, high 
risk projects. 

2. Deductibility of the Import Tax 

There are also several areas in which the Nunn-Domenici proposal does not meet 
API's criteria. The proposal would impose an 11 percent tax on the value of imports. 
Because the proposed import tax would not be deductible, when an importer sells an 
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imported good in the United Stales, the importer would be subject to the 1 1 percent 
consumption tax on the already paid import tax. This double taxation would create an 
unwarranted economic distortion by precluding foreign and domestic goods from 
competing equally in the marketplace. Consideration should be given to whether an 
import lax is imposed at all on intermediate purchases of goods that will be incorporated 
into a final product. This is especially the case for raw materials, such as crude oil, that 
generally have already been subject to high foreign taxes (which would no longer be 
creditable against U.S. tax under the USA proposal). 

Tlie USA Tax system is particularly detrimental to importers by failing to allow the 
import tax to be either deducted in arriving at the taxable base, or fully credited against net 
liability as occurs with most credit-invoice VAT systems. While most commentators focus 
on the payroll tax credit as the key to border adjustability, the real focus should be on the 
national tax treatment provisions of GATT because, as currently drafted, the USA Tax 
appears to penalize imports. If a destination-based system such as the USA Tax is 
ultimately adopted, this major error must be corrected. 

3. Tax Vi.sibiJity 

API is also concerned that the USA Tax is not structured in a manner which would 
facilitate recovery in the marketplace. As is the case with the current income tax, the USA 
Tax would be impo.sed on the net income of a seller of goods, rather than on the product 
sale. Such a system also makes the amount of tax less clear to the ultimate consumer than 
would be the case with a tax that could be separately stated as a specific percentage of 
gross sales price. 

4. Treatment of Non-Cash Exchanges, State Taxes, Payroll Tax Credit 

Further analysis and discussion is warranted regarding many other aspects of the 
USA Tax proposal. For example as noted in our discussion of the Flat Tax. API believes 
that non-cash exchanges should be excluded from the tax base. Also, careful 
consideration must be given to the consequences of the proposed elimination of 
deductions for state income taxes and the replacement of the wages-paid deduction with a 
payroll tax credit. 


Credit-lnvoiCT Value Added Tax 


1. In General 

A CIVAT on sales of all goods and services appears to more closely adhere to the 
principles API has identified for a properly structured consumption lax. A CFYAT is 
unposed as a multistage sales tax collected at each point in the production and distribution 
process. A business subtracts the tax paid on its purchases, including capital goods, from 
the tax due on its sales. If the difference is a positive number, the business remits that 
amount to the government; if it is negative, as may occur in the case of exported goods, 
the business claims a refund. Compared to the current income tax, the CIVAT has the 
advantage of encouraging saving and investment. It does not burden capital outlays, nor 
does it discriminate against U.S. industry either in the U.S. or abroad. 

2. Effective and Neutral Revenue Source 

From an economic standpoint, a separately stated CIVAT on the sale of goods and 
services appears to be the least damaging way of raising revenue. It does not burden 
capital outlays, nor does it discriminate against U.S. industry either in the U.S. or abroad. 

It does not favor cither capital or labor intensive industries. Wages, rent, interest and 
profits, i.e., the return of entrepreneurship, each bear the same direct tax burden. A 
erVAT levied at the ^ame rate on all consumption should not cause a significant distortion 
in consumption choices since the relative cost of goods and services would be the same 
after imposition of the tax as before. A broadly-based CIVAT would not unduly burden 
the products of any one sector of the economy. Any regional distortions would tend to be 
minimized since no specific product or geographic region of the country would be the 
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focus of the tax. A unifonn CIVAT applied to goods and services would induce fewer 
distortions within particular industrie.s than other taxes. 

Border Adjustability 

A CIVAT is neutral with re.spect to goods produced domestically and abroad. Not 
only are U.S. manufactured goods not burdened with the tax when they are exported, but 
imports must also bear the same tax as comparable domestically produced goods. This 
border adju.stment feature of the CIVAT. permitted under GATT rules, means that the tax 
does not handicap U.S. manufacturers, nor does it act to distort consumers* decisions 
whether to buy domestic or imported goods. Some economists argue that border 
adjustable taxes are not necessary because monetary exchange rates will adjust to 
accommodate the change in U.S. taxation. While this may be true in the long run (and not 
everyone agrees), in the short run the adjustment period could be very harmful to U.S. 
competitiveness. 

4, Differences With Other Taxing Systems 

Under the CIVAT, the lax liability of a firm is equal to the tax imposed on its sales 
net of a credit for the tax it has paid on purchases for business use. Under subtraction- 
method con.sumprion taxes like the Flat Tax or the USA Tax, liability is detennined by 
applying the tax rale directly to the firm's value added, or the difference between its sales 
and its pu^chase^, CIVAT is a tax on a product while the other taxes are based on a 
business's book.s of account, similar to the current income tax system. From that 
underlying distinction flow a number of practical differences that API concludes favor the 
CIVAT. 

Most coirunentaiors agree that while a single rate consumption lax, without 
exeinption, is preferable, the overwhelming weight of political experience shows that the 
United States would not adopt a single rate consumption tax with no exception.s, Not one 
of the more than 45 countries which now^ have con.sumption taxes has a single-rate, no- 
exemption tax. Most have both exemptions and multiple rates. The CIVAT readily 
accommodates these features. Because the lax a business pay.s on purchases is credited 
again.st the tax it owes on sales, busine.sses are encouraged to register as taxpayers and to 
get invoices from their suppliers to document the tax paid. Also, a CIVAT would reach 
previously untaxed income in the underground economy, since all con.sumer consumption 
would be taxed when goods and services are purchased. 

Natiunal Sales Tax Proposal iH.R. 3039) 


I. In General 

The NST proposal is fairly easy to understand since it is similar to the various sales 
lax systems in place in 45 out of the 5(i .states in the U.S. It is intended to replace the 
curreni income tax, estate and gift lax, and most general revenue federal exci.se taxes. The 
tax would be imposed at a 15 percent rate on the sale of goods, including both tangible 
personal property and real property, and services, including financial services such as 
brokerage fees, banking fees, and insurance fees. Although the NST is intended to be 
compatible w ith cunent state sales tax systems, none of the 45 states that currently have a 
sales tax in place tax services as extensively as is envisioned under the NST. A lot of 
work will have to be done with the various stale taxing authorities before they will become 
convinced to administer a uniform NST on behalf of the federal government. 

Businesses would collect tax on all ibeir taxable sales of good.s and services and 
remit the tax to the government. Since purcha.se.s of inventory for resale are not taxable, 
the complex inventory rules of the current income tax system would be eliminated. 
Purchases of equipment and real property u.sed in the production of taxable goods and 
services are also not taxable, .so there would be full expensing of capital assets. As stated 
above in the discussion of the Flat Tax and USA Tax. the ability to immediately expense 
capital assets is exo-cmely important to a capital intensive industry like the oil and gas 
industry. 
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2. Border Adjustability and Territoriality 

Like a CIV AT. the NST is neutral with rcsf^ci to goods produced domestically 
and abroad. Not only are U.S. manufactured goods not burdened with the tax when they 
are exported, but imports must also bear the same tax as comparable domestically 
produced goods. This border adjustment feature of the NST, which like the CIV AT 
should be permiried under GATT rules, means that the lax docs not handicap U.S. 
manufacturers, nor does it act to distort consumers’ decisions whether to buy domestic or 
imported goods. The NST, also like the Fla! Tax, USA Tax, and CIV AT, is a territorial 
system, which would help give U.S. multinationals a level playing field with their 
international competitors. 

3. Defmilional Problems 

Although the proponents of the NST may intend that businesses above the retail 
level will be outside the tax system, this will likely not happen. Although the NST exempts 
goods and services “purchased to produce taxable goods and services”, it never defines 
that tenn. Thus, it is questionable whether headquarters expenses, financial services, or 
many other kinds of purchases will be judged to “produce taxable goods and services”. 

API is also concerned about the treatment of transactions within a controlled group of 
business organizations, as well as research and development and pollution control or 
environmental remediation. Will these items be excluded from the sales tax? 

4. Other Concerns 

The NST bill would repeal the retail and manufacturer excise taxes, but it doe.s not 
repeal the environmental trust fund taxes. This issue is of particular concern to our 
industry because many of these taxes are imposed on our products. Not only would these 
taxes be imposed, but they would also be in the base of the sales tax on our products, 

Stale excise taxes would also be included in the base, as proposed, and this would again 
be a major problem for our industry. Finally, the NST will allow sellers an option to 
collect and remit tax from purchasers even for exempt sales, which will then require such 
purchasers to verify their right to refunds. 

Transitional Issues 


1. In General 

While transitional issues will arise in the context of all tax reform proposals, they 
become especially critical where, for example, there is a significant shift in the basis of 
taxation from income to consumption. Capital intensive industries, such as the petroleum 
industry, have made long-tertn investment decisions relying on the existing lax structure. 
Changes in that structure would impact different companies, often in direct competition, in 
an arbitrary and often inequitable manner. The most obvious examples of transitional 
issues occur in the areas of capital outlays and borrowings. For example, a capital asset 
(or inventory) purchased immediaKly prior to the enactment of certain of the 
consumption-based taxes would be denied recovery of all but a miniscule fraction of its 
cost, whereas the same asset purchased immediately following enactment would be 
permitted an immediate 100% recovery against the tax base. In a similar manner, 
borrowings based on the anticipation of an interest deduction could become a significant 
burden on a highly leveraged business after enactment of a consumption tax. 

2. Depreciation 

The proposed USA Tax Act partially addresj^s the transition issue but stops far 
short of providing equitable relief necessary for business taxpayers. The issue of 
unrecovered basis is addressed in the USA Tax Act through a system of amortization 
which .substantially lengthens the recovery period under current law. This lengthened and 
arbitrary classification of unrecovered costs into four groups appears based on 
misconceptions regarding complexity and revenue costs. Continuing the current method 
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for unrecovered basis of assets plaeed in service prior to tax reform would be preferable to 
inserting another new capital tost recovery regime. In a recent paper delivered by Robert 
E. Hall and Alvin Rabushka on their flat tax proposal (The Flat Tax: A Simple Progressive 
Consumption Tax, Hoover Institution; May II, 1995), the authors indicate that a 1.1% 
temporary increase in the tax rate would be all that is necessary “if Congress chose to 
honor all the unused depreciation from investment predating tax reform . . .” Permitting 
current law business deductions to be carried out, thus honoring prior business plans and 
commitments, is necessary to avoid inequitable distortions. 

3. Interest on Pre-Reform Debt 

Transitional rules that consider only lost depreciation deductions fall far short of 
measures necessary to ensure the success of tax reform. A continuation of current law 
interest deductions for pre-reform debt can be as vital to a business as cost recovery. If 
the intere.st deduction is offset by interest income on the particular pre-refonn debt (i.e., 
pre-reform obligations continue to be both tax deductible to the debtor and taxable to the 
lender), there would be no significant revenue impact to the Treasury. Ignoring a 
continuation of the interest deduction results in arbitrary windfall gains and losses without 
any apparent justification. 

4. Carryover of Other Tax Attributes 

Among other items of significant impact to business are net operating loss and 
capital loss carryovers, business credit, foreign tax credit, and minimum tax credit 
carryovers as well as other pre-reform adjustments, such as tho.se required under Section 
4X1 of the Code. The USA Tax attempts to solve this problem with a further complex 
overlay to the depreciation recovery rule. Operating and capital losses are simply a result 
of the annual accounting convention for tax payment determinations. Their carryforward 
is a valid claim on future tax payments that would take into con.sideration the length of 
business cycles in various industries and other issues of timing. There is no valid 
distinction between unused busine.ss credits and future deductions for depreciation and, in 
fact, credits are a specific and distinct Congre.ssional incentive upon which business has 
relied. The Alternative Minimum Tax was intended as an advanced payment of federal 
income tax. Therefore, unrecovered credits require a reimbursement mechanism. 
Transitional rules must include a provision clearly permitdng the Internal Revenue Service 
to make appropriate adjustments to en.sure that no taxpayer takes a double deduction for 
any cost, or suffers a double inclusion of any income. 

Summary 

Reform of the current U.S. tax system is a wonhy goal, especially the movement 
from taxation of income to taxation of consumption. Each of the alternative consumption 
tax proposals makes important contributions to the reform effort. Any major upheaval 
such as cojnplete replacement of the current income tax system will, however, require 
careful analysis of all possible implication.s. We have lived with this tax system for over 
eighty years and businesses have structured their affairs within it. Any fundamental 
change, unless carefully orchestrated, could cause massive turmoil, particularly in the 
transition period from the old sy.stem to the new. At the .same time, it should be 
emphasized that while API has identified a number of issues, none of the.se problems are 
insurmountable. We are eager to work with the Committee as it continues to develop a 
replacement for the current income tax system. 
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Mr. English. Thank you, Mr. Sullivan. I am going to ask the re- 
maining individuals on the panel to suspend until after the vote 
currently on the floor. When we return we will hear from Michael 
C. Linn, chairman of the tax committee of the Independent Petro- 
leum Association of America, and I am happy to say president of 
the Meridian Exploration Corp. near my district in Pittsburgh, 
Pennsylvania; Paul Huard, senior vice president of policy and com- 
munications for the National Association of Manufacturers, and 
someone who has on a number of occasions testified before this 
panel; and Richard L. Lawson, president of the National Mining 
Association. 

And for the moment, the Committee will suspend until we have 
an opportunity to return. 

Thank you. 

[Recess.] 

Mr. Christensen [presiding]. Welcome back to the Committee. 

We will now hear from Mr. Linn. 

STATEMENT OF MICHAEL C. LINN, CHAIRMAN, TAX 

COMMITTEE, INDEPENDENT PETROLEUM ASSOCIATION OF 

AMERICA; AND PRESIDENT, MERIDIAN EXPLORATION 

CORP., PITTSBURGH, PENNSYLVANIA 

Mr. Linn. Thank you, Mr. Chairman. 

The complexity of the current Tax Code as it affects the oil and 
gas industry is mind-boggling. Tax restructuring is a most laudable 
goal and, if accomplished properly, we believe will be good for the 
U.S. economy, including the oil and gas industry. 

I appear today on behalf of 5,500 independent oil and gas pro- 
ducer members of the Independent Petroleum Association of Amer- 
ica, where I serve as chairman of the tax committee. Independents, 
as you may know, are the major force in developing America’s oil 
and gas natural resources. We drill 85 percent of the Nation’s 
wells, produce more than 66 percent of our domestic natural gas 
supply, and 50 percent of our domestic oil production in the lower 
48 States. 

My company. Meridian Exploration, is based in Pittsburgh, 
Pennsylvania, and operates more than 800 wells in Pennsylvania, 
West Virginia, New York, Kentucky, and Texas. 

Since 1980, we have drilled over 1,500 wells in the Appalachian 
Basin, usually with joint venture partners who are either other oil 
and gas companies, natural gas distribution companies, or large 
family trusts. That method of financing projects is common to the 
independent in the United States. 

Independent’s toughest business challenge is raising capital to fi- 
nance drilling and production projects. An astonishing 58 percent 
of the financing for our projects does come from internally gen- 
erated funds. But for the remainder, we must compete with oil and 
gas investments around the world. The acreage available for explo- 
ration has increased in the former Soviet Union, Eastern Europe, 
China, and other countries deciding to open new areas to explo- 
ration and production. This has led to vastly increased competition 
for exploration and development investment funding. 

If I’m able to get across one message to you today it is that as 
you reform the American tax system and, thus, taxation of our in- 
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dustry, we need to end up with a system that makes the taxation 
of natural resources and our ability to raise capital more competi- 
tive with the rest of the world. 

The domestic oil producing industry has downsized. As imports 
have climbed to record levels, domestic production has sunk to a 
45-year low. In a real emergency there is simply not enough rigs, 
trained crews, and needed equipment to rapidly expand the domes- 
tic oil production. 

For reasons both geopolitical and geological, America’s ability to 
produce its own domestic oil and natural gas supplies continues to 
erode. 

When we look at other countries, from Russia to Canada to Ven- 
ezuela, their governments go to great lengths to encourage natural 
resource development. We are the only country in the world that 
restricts these strategic industries from developing the Nation’s re- 
source base. The government must adopt four key policy goals; Re- 
form the Tax Code, reform environmental regulation and key re- 
source legislation, develop a spirit of cooperation between all gov- 
ernment levels and our industry, and explain the importance of a 
strong energy policy to the public. 

At the State level there is an appreciation of the need to lower 
the tax burden on the oil and gas industry and to spur production 
at no cost to the taxpayer. Several States have, on their own, in- 
creased exploration and production by reducing the tax burden on 
these activities. 

Oklahoma, Texas, Louisiana provide exemptions from the State 
severance tax to maintain existing production from stripper wells 
and encourage new drilling. Louisiana, as a result of this program, 
has increased economic activity directly to net the State Treasury 
in just over 1 year of operation an additional $4.9 million in in- 
creased revenues from sales tax, payroll tax, and royalty increases. 
Local governments in that State received an additional $6.8 mil- 
lion. 

Countries that are developing their resource base provide consid- 
erable encouragement to come and do business with them because 
they recognize it is in their national interest to be as energy suffi- 
cient as they can. The United Kingdom arguably has one of the 
most developed and conducive fiscal environments relative to cap- 
ital cost recovery for the oil and gas industry. This tax regime is 
paying dividends in increased oil and gas exploration and produc- 
tion. 

In February 1996, oil production from the United Kingdom was 
2.6 million barrels per day. This is approximately 40 percent of the 
U.S. production for the same period. A recent study by Petro Con- 
sultants, Ltd., indicated that recently the United Kingdom finished 
second only to Saudi Arabia in hydrocarbon discoveries in the 
world. 

Instead of altering the Tax Code to erode natural resource indus- 
tries, our leaders should encourage capital investment in develop- 
ing the Nation’s resource base. We support the following proposals 
which we believe are necessary to ensure a competitive United 
States based oil and gas industry. 

We need a reformation of the alternative minimum tax. We need 
to reform the percentage depletion allowance. We also need to re- 
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form the net income limitations on percentage depletion to allow 
marginal producers in production to maintain its current status. 

We would request a tax credit for marginal producers, in addi- 
tion to the reform of the depletion allowance, and also a credit to 
encourage new drilling. 

We need to expand the enhanced oil recovery credit and to allow 
geological and geophysical costs to be expensed. These are some of 
the few things that need to be modified in our current Tax Code. 

Again, we think it is laudable to look at the entire Tax Code and 
the tax system, as we proceed next year in reforming America’s tax 
system. I urge you to remember that we need to end up with a sys- 
tem that does make taxation of natural resources and our ability 
to raise capital more competitive with the rest of the world. 

Thank you. 

[The prepared statement follows:] 
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Written Statement 
Michael C. Linn 

President, Meridian Exploration Corp. 
representing 

Independent Petroleum Association of America (IPAA) 
before the 

Committee on Ways and Means 
U.S. House of Representatives 
July 31, 1996 


Mr. Chairman, Members of the Committee; 

My name is Michael C. Linn. I am the President of Meridian Exploration Corporation and Chairman of 
the Independent Petroleum Association of America’s Tax Committee. 

My company, Meridian Exploration, is based in Pittsburgh, Pennsylvania, and operates in excess of 800 
wells in Pennsylvania, West Virginia, New York, Kentucky and Texas. Since I joined the company in 
1980 until now, we have drilled over 1,500 wells in the Appalachian Basin. A majority of these wells 
were drilled with joint venture partners who were either other oil and gas companies, natural gas 
distribution companies, large family trusts or general partners who raised partnership monies for 
investment. 

1 am here today speaking on behalf of the Independent Petroleum Association of America (IPAA), a 
national trade association representing more than 5,500 independent oil and gas producers. Independents 
are the major force in developing America's oil and natural gas resource base. We drill 85 percent of the 
nation's wells, produce more than 66 percent of our domestic natural gas supply and 50 percent of our 
domestic oil production in the lower 48. Although independents range in size from small one person 
companies to very large public firms, the typical independent is a highly efficient small business. The 
typical company responding to our survey for the 1996 Profile of Independent Producers has been in 
business for 22 years and has gross revenues of just under $2.9 million. 

First, 1 thank you and the committee for the opportunity to appear today as you examine the impact of the 
proposed replacement tax systems on natural resources. I commend you for your willingness to tackle 
the tough, thorny issues involved in restructuring the present federal tax system. The complexity of the 
current tax code as it affects the oil and gas industry is mind boggling. Tax restructuring is a most 
laudable goal and, if accomplished properly, we believe will be good for the U.S. economy including our 
domestic oil and gas industry. We believe the oil and gas industry is critical to the health of the U.S. 
economy. When our industry suffers, it puts our consumers and our economy at risk. 

The IPAA is beginning a thorough study of the impact of the leading proposals to replace the current 
federal system. We will not have the results of that study available until late fall of this year. 
However, I do wish to raise significant policy issues affecting the oil and gas industry for the committee 
to consider as you move to reform America’s tax system. 

The IPAA is beginning a thorough study of the impact of the leading proposals to replace the current 
federal tax system. We will not have the results of that study available until late fall of this year. 
However, I do wish to raise significant policy issues affecting the oil and gas industry for the committee 
to consider as you move to reform America’s tax system. 

Need for Capital 


Independent oil and gas producers lend to call ourselves Wildcatters and have a heritage of taking 
calculated risks. We analyze data from geologists, crunch numbers from accountants, and make sales 
pitches to anyone with the capital to finance our ventures. But in today’s global economy, we must 
consider a plethora of geopolitical factors that potentially affect our bottom line before wholeheartedly 
committing our blood, sweat and children’s college education funds to new drilling programs or 
acquisitions. You may think I am being a bit overly dramatic when I speak of my children's education 
funds, but our recent survey shows that the most frequently mentioned source of capital for the financing 
of independents' projects was from internally generated funds. In fact, our survey indicates that an 
astonishing 58% of the financing for our projects is derived from internally generated funds, either from 
our earnings or those of our oil and gas partners earnings. 
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International Competitiveness for Capital to Finance Projects 

A recent article in the Oil and Gas Journal noted that ’'terms of participation in exploration and 
development have improved worldwide from the point of view of international oil and gas companies in 
the past decade." Acreage available for exploration has increased as the former Soviet Union, Eastern 
Europe, China and other countnes decided to open new areas. This has led to vastly increased 
competition for exploration and developments investment funding. 

If I am able to get across one message to you today it is that if you reform America's tax system and thus 
the taxation of our industry, we need to end up with a system that makes the taxation of naniral resources, 
and thus our ability to raise capital, more competitive with the rest of the world. 

The Rise in Gasoline Prices — A Warning Sign 

Given the furor over gasoline prices just a few months ago. political leaders must give more attention to 
the domestic oil industry’s long-term problems. Like it or not, our problems are your problems. And, 

Just as was the case this spring, the American people will turn to Washington for action. Now is the lime 
to act, not in the face of another crisis. Earlier this year, on January 16th, Energy Secretary Hazel 
O'Leary described the next energy crisis as being "imminent." According to industry reports, "we no 
longer have much cushion left in most of the world wide oil supply and demand, let alone in the U. S." 
And, as you know, it is crude oil and natural gas that fuels the world economy. 

Let me first say that there are many who share our vision that America needs an improved energy policy; 
some point to increased reliance on aliemaiive fuels, such as wind and solar energy. They might have a 
point far down the road when the technology is advanced and competitive enough to help America. But 
what can we do today as our energy supply is fueled by oil? 

We must increase our domestic production of crude oil to stabilize our energy resource base. Fifteen 
years of inconsistent and ill-advised federal policies that have discouraged domestic production and 
refining of crude oil has placed us in the position of depending on foreign imports for over 50 percent of 
the oil needs in America. As our dependency rises, we are edging towards the maximum amount of 
crude which can conveniently be imported into the U.S. without increasing the chance for environmental 
harm. 

Some public officials and others in the media acted surprised by the recent upswing in gasoline prices. 

We don’t like to say ‘‘We told you so.” but in fact we did. When world oil prices plunged to the low- 
leens in late 1993 to early 1994, independent oil and natural gas producers asked Congress and the 
Clinton administration to work with us to preserve domestic oil production. Over 90,000 U.S. oil 
workers have lost their jobs since the Persian Gulf crisis. Businesses have teetered on the brink of 
bankruptcy. Hundreds of thousands of U.S. oil wells have lost money. And oil imports sky-rocketed, 
pushing the U.S., for the first lime in its history, into reliance on imports for more than half of its 
consumption. We warned back then that America eventually would be vulnerable to the kind of price 
spike we experienced beginning in early spring. 

During the 1993 price plunge, we hoped the federal government would lake advantage of low prices to 
purchase oil for the Strategic Petroleum Reserve, thus stabilizing prices and preserving domestic 
production capability. Not so. We were told that our industry had to survive or fail in the world oil 
marketplace. In effect, Congress told us to downsize, lay off people, delay needed equipment repairs or 
upgrades and cancel new purchases Although we have been downsizing since 1986, we had no choice. 
More good-paying jobs were lost, on top of the 500,000 industry jobs wiped out in the preceding six 
years. 

You can imagine how we felt as prices recovered and we tentatively started to bring back our workforce, 
only to see policymakers reversing themselves and pushing oil reserves sales from the Strategic 
Petroleum Reserve to manipulate the marketplace. All the while, the industry has had to withstand false, 
grand-standing accusations of industry collusion and criminal anti-trust behavior regarding the rise in 
crude oil and gasoline prices. 

The domestic oil producing industry is downsized, cut to the bone, running some equipment on borrowed 
time and a prayer, just to keep afloat. We are running short of offshore drilling rigs, yet no new ones are 
being built. As imports have climbed to record levels, domestic production has sunk to a 45-year low. In 
a real emergency, there simply are not enough rigs, trained crews and needed equipment to rapidly 
expand domestic oil production. You can’t mobilize the industry overnight to respond. That’s why 
America needs a new energy policy in place now. 
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Crude Oil Policy and National Security 

Some policymakers recognize the very real long-term problem confronting all of us, so we weren’t alone 
in sending the alarm In March, nearly two dozen members of Congress look to ihe floor of the House of 
Representatives to warn the American people, long before the uptick in gasoline prices, that our 
inadequate energy policy was making this nation vulnerable in both economic and national security 
terms. 

And just last year (February 1 995), President Clinton found our domestic oil supply situation, with over 
50 percent of our daily supplies being imponed, a threat to national security In 1 994, IPAA and other 
American oil and natural gas producers filed a petition requiring the Clinton administration to inve.sligate 
America’s growing dependence on imponed oil and its impact on national security. The study involved 
the departments of Commerce. Energy, Interior, Defense. Labor, Stale and Treasury, as well as the Office 
of Management and Budget, the Council of Economic Advisors, and the U.S. Trade Representative The 
study, like the four that preceded it. concluded that “petroleum imports threaten Jo impair U.S national 
security," President Clinton confirmed that finding. However, neither the Congress nor the 
Administration has offered new initiatives to lessen the nation’s growing dependence on oil imports 

“Solution.s^’ and Misguidance 

The cornerstone of the president’s 1994 energy investigation wa.s maintaining the Siraiegic Petroleum 
Reserve, which he called the nation’s “bulwark against a (petroleum import] supply disruption." But. 
alas, the government is now selling off parts of the oil stockpiles for deficit reduction or. if you believe, 
what is being said, to reduce gasoline prices. 1 note with great disappointment that the president and the 
Senate Appropnaiions Committee has proposed selling even more oil from the Strategic Petroleum 
Reserve in fiscal year 1997. Now is the time to stop this madness and to think seriously about America’s 
vulnerable energy situation. 

In truth, America has two petroleum reserves. One is the 500 million-plus barrels of oil in government 
storage facilities in Texas and Louisiana. The other reserve is the 22 5 billion barrels of known and 
recoverable oil re.servoirs (and ten times that number in potential resource.s) located in thirty-three stales 
and on the Outer Continental Shelf Both are of great strategic importance to America, to our economy 
and national security. 

The past few months have been utterly fascinating. Adjusied for inflation, gasoline prices climbed from a 
fifty-year low all the way up to the price of the 1960s. In truth, gasoline price increases tracked very 
closely to the rise in crude oil prices worldwide There were other, equally predictable and clear reasons 
why crude oil prices and gasoline prices rose as they did as the requested DOE study quietly reported. 

What Happens When the Real Crisis Hits 

If this kind of political ruckus gets kicked up by a temporary supply imbalance, Congress better get ready 
for political disaster when a real crisis hits And a real crisis is - again, in the words of the Secretary of 
Energy Hazel O'Leary -- "imminent. " To prepare for that day. we need two things we do not now have - 
- an aggressive policy to preserve and to expand domestic oil and natural gas production and a long-term 
view about the role of ihe Strategic Petroleum Reserve. 

America can’t do anything easy or painless about worldwide oil price increases. At least, for now, we 
can get oil and gasoline. The real threat to our economy and national security comes when Americans 
cannot get enough oil, regardless of price, to fuel our industrial and transportation needs and, in some 
pare.s of the country, to heat our homes. 

We now get more oil from foreign importers than we do from our own oil production. Most of the 
world’s known oil reserves are controlled by governments that, in Ihe past, have manipulated their oil 
supplies for nationalistic political goals The world’s most productive oil producing region — the Persian 
Gulf — is also one of the most politically volatile. Most oil exporting regions are producing very near 
their maximum capacity OPEC alone is producing over 26 million barrels a day 7 here is little room for 
error, and that should be cause for greater concern. 

The supply situation is compounded by the fact that demand for oil, both in the U.S and worldwide, 
continues to grow and so does our vulnerability to an oil supply disruption. Our allies, especially those in 
Europe, have economies and militaries even more dependent on oil imports. They will be less capable of 
paying for our economic exports or, more importantly, less able or, perhaps, less willing to mobilize iheir 
military forces lo assist the U.S should oil exports from the Middle East be cut off for any reason. I 
hope you get the picture; America is the world’s petroleum police. 
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The final piece of this puzzle is domestic oil production. For reasons both geological and political, 
America’s ability to produce its own domestic oil and natural gas supplies continues to erode. Over the 
last century, America has produced its most accessible, low-cost oil reserves. A recent John S. Herold 
study has shown that the industries technological advances have lowered finding costs to compete with 
foreign production. However we are still be hampered by current government policies. 

America’s future domestic oil supplies, as the President’s national security investigation pinpointed, “are 
likely to be in small onshore deposits, expensive offshore, and Arctic frontier areas.” Some progress has 
been made in getting at these resources. Efforts to reduce costs on marginal wells on federal lands and to 
expand markets for heavy oil production, especially in California, are helpful. The agreement by 
Congress and the President to encourage development in the deepest and most cosily offshore regions 
holds great promise. Still, on the whole U.S. laws and regulations make it difficult, costly, or just plain 
impossible to develop many small onshore deposits, many offshore regions, and the most promising 
prospects in Alaska. 

The conventional wisdom claims that this policy will protect the environment. The conventional wisdom 
is wrong . What it will do is bring more foreign oil tankers our way, and that's an environmental risk 
many, many times greater than producing oil with America’s strict environmental safeguards. It will also 
make our nation poorer and rob us of good-paying jobs. 

Time is short. We have used up that time. Temporary gasoline price spikes should be the least of our 
worries. Americans need more domestic production yesterday to meet our needs. We need to do what 
we can now to get domestic production and refining capacity back on line. There are a number of 
pending issues that can be brought to closure in a relatively short time that will help now. We need to 
reduce the tax penalties and knock down the regulatory barriers that stand in the way of increasing 
domestic production. Our government must begin to work in partnership with this vital industry — rules 
and policies must be changed so that today’s smaller, leaner industry can produce what consumers 
demand. If tax reform accomplishes this goal, the nation will be well served. 

U. S. Energy Policy: Focusin 2 on Domestic Resources 

With a vast remaining resource base, and technologies evolving continuously, it is not too late to 
revitalize the domestic oil and natural gas industry. This will mean hundreds of thousands of jobs across 
the economic spectrum which will contribute substantially to the long-term economic health and security 
of our nation. Revenues will increase for local, state and federal governments. 

When we look at other countries •• from Norway to Canada to Venezuela -- their governments go to great 
lengths to encourage natural resource development. We are the only country in the world that restricts 
these strategic industries from developing the nation's resource base. So how can our government 
revitalize the nation’s energy industry? The government must adopt four key policy goals: reform the 
tax code; reform environmental regulations and key resource legislation; develop a spirit of cooperation 
between all government levels (federal, stale and local) and industry ; and explain the importance of a 
strong energy policy to the public. 

Current Tax Burden on the Domestic Oil and Gas Industry 

According to a survey of our members conducted last year we -- the independent oil and gas producers - 
already have a considerable tax burden in the U.S. We asked our members to send in actual information 
from their tax returns for the past three years. Preliminary results show that the effective tax rates paid by 
the oil and gas industry were 20 percent higher than those of all industries published in the Statistics of 
Income. 

In the tax years 1 992 through 1 994, the survey found that our membership paid effective lax rates of 32 
percent, 34 percent and 38 percent in the respective years. It is important to note that two-thirds of 
IPAA's membership has fewer than 20 employees and that most our those members file their returns on 
an individual basis. 

It is important to add that excluded from these calculations are State Severance and Ad Valorem taxes 
which are taken directly from the producers’ gross Income from the sale of crude oil and natural gas. 
These rates vary from stale to state, but are another significant tax on the producer. At one of the lowest 
production levels in recent history, the oil and gas industry paid the slates $3.4 billion in 1994. This 
reduced amount is directly attributable to declining production and price levels since the mid 1 980's. 
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The effective lax rates paid by companies which submitted corporate tax returns to IPAA showed that in 
1992 their effective tax rates were 38 percent and 33 percent in both 1993 and 1994, 

State Efforts to Lower Tax Burden and Sour Production 

Ac the slate level there is an appreciation of the need to lower the tax burden on the oil and gas industry 
and spur production at no cost to taxpayers. Let us look at the efforts by several slates to increase 
domestic exploration and production by reducing the tax burden on these activities. 

Two years ago Louisiana enacted a package of slate lax incentives (exemptions from the stale's severance 
tax) to maintain existing production from stripper wells and to encourage new dnlling. Those incentives 
spurred a production climb from 2.6 MMBOE to more than 5.5 MMBOE from existing wells. The 
production from deep wells increased nearly four-fold and production from horizontal wells increased 
nearly three-fold. Royalties from existing wells rose more than ten-fold. For deep wells, royalties rose 
from $4 million to $5.4 million. For horizontal wells, royalties rose from just over $0.5 million to $1.1 
million. The Louisiana State University Center for Energy Studies estimates that the increase in 
economic activity directly related to the incentives netted the state treasury, in just over a year of 
operation, some $4.9 million in increased revenues from sales taxes, payroll taxes, and royalty increases. 
Local governments received an additional $6.8 million. 

Tlie Texas program, first enacted in 1989 and substantially expanded in 1991, had similar results. The 
Texas Railroad Commission testified that the Texas severance tax incentive package added, by mid- 1994, 
some 945 million barrels of oil reserves, some one and half times the oil in the Strategic Petroleum 
Reserve. It is estimated that the wellhead value of that added production would be $14 billion ($15 per 
barrel) and the total economic value to Texas would be an estimated $41 billion. Indeed, Texas officials 
estimated that increases in other tax revenues were nearly three times greater than the severance tax 
losses from the incentive package. 

U.S. Tax Policy Vis-A-Vis International Competitors For Capital 

Other countries who are also developing their resource base provide considerable encouragement to 
come and do business with them because they recognize it is in their national interest to be as energy 
sufficient as they can be. Also, government working as a partner rather than killing the golden goose 
with overegulation and taxation can provide government coffers with tremendous financial reward. 

The United Kingdom arguably has one of the most developed and conducive fiscal environment relative 
to capital cost recovery for the oil and gas industry. This tax regime is paying dividends in increased oil 
exportation and production. In February 1996, oil production from the U.K. was 2.615 million barrels 
per day. This was approximately 40 percent of the U.S. production for the same period. A recent study 
by Petfoconsultants, Ltd. indicated that in recent years the U.K. finished second only to Saudi Arabia in 
hydrocarbon discoveries worldwide. 

The U K. currently imposes only one level of lax on new oil and gas developments, the Corporation Tax. 
The rate of tax is a relatively low 33 percent and is applied to net income from activities in the U.K. 
Certain small companies may pay an even lesser rate of 25%. Generally, immediate deductions, i.e, 
e.\ pensing, are given for all exploration and appraisal drilling and directly incurred seismic and similar 
work. Tangible and intangible development expenditures qualify for 25 percent declining balance 
recovery per year. 

For existing developments, a two-tier .system of industry transfers to government operates; Royalty is 
levied at the rate of 12.5 percent on the value of petroleum. The Petroleum Revenue Tax (PRT) is a 
separate tax applying strictly to the oil an gas industry. The current rate of PRT is 50 percent, albeit the 
life of field rale in present value terms is significantly les.s. In enacting PRT. the U.K. Government 
created an investment oriented tax system designed to encourage optimal production of its resources. 

The use of innovative concepts, such as supplemental expenditure allowance tn addition to complete cost 
recovery, and exempting certain amounts of annual production from tax, ensure that U.K. oil and gas 
developments earn a reasonable return on capital invested before being burdened with PRT. A project 
must realize actual cash flow profit and a rate of return before it can be encumbered with PRT. This type 
of tax regime for existing fields, provides an attractive investment environment for the oil and gas 
industry. 

Effect of Tax Policy on the U.K. Oil Industry 

Unlike the U.S., the U.K. government has demonstrated a willingness to adjust taxation policy so as to 
retain the commercial attractiveness of the region. In an article in the December 1 994 Oil and Gas 
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Journal , an analysis of fiscal terms of 43 tajt regimes revealed that the U.K. tax on marginal fields is one 
of the lowest; ranking second only to Ireland, which is'a relatively insignificant participant in world 
markets. A study performed by Petroconsultants, Ltd. indicated that the U.K. was the second most 
favorable regime for economic and large fields. By comparison, the same study ranked the U.S. 1 2th for 
large fields and 30ih for marginal fields. 

The U.K. oil industry proved to be very responsive to recent fiscal changes. The Petroleum Economist 
reported that major U.K. operators announced almost immediate accelerated development plans in 
response to the elimination of PRT. The abolition put the U.K. in the position of taxing oil ventures 
solely on the basis of normal company tax. The U.K. directed its lax policy toward ensuring maximum 
reserve recovery from the older fields and maintaining a good flow of new developments. Tim Eggar, the 
immediate past U.K. Minister for Energy, indicated in July 1993 that the government’s objective 
continued to be to ensure the maximum economic development of the U.K s resources and to reduce the 
burden that government imposes on the oil industry. A special report dated Augusl/September 1994 
published by The Petroleum Economist indicated that the tax changes have allowed many operators to 
develop incremental reserves at older fields and that overall, the tax changes have been beneficial. 

Comparison of U.S. vs. U.K. and Spanish Tax Systems 


The U.K. tax system provides no specific oil and gas incentives, but more importantly, provides no 
disincentives. The U.K. does not impose an overall disincentive even remotely resembling the U.S. 

AMT. In the U.S. geological and geophysical costs (G&G) are capitalized until proven worthless or 
recovered over the depletable life of a property. In the U K. G&G is 100 percent deductible in the year 
incurred. AMT worsens this comparison. Tangible expenditures, once placed in service, are recovered 
in the U.S, over an extended life. By contrast, the U.K. generally allows a 25 percent annua) allowance. 

The impact of the lax system can perhaps best be shown by comparative project analysis. The economics 
of an exploration and production project were analyzed under the U.S tax system and under the U.K. tax 
system. The results indicate that the project, if done in the U.K. by a U.K. company, would have a net 
present value which is 30 percent higher than that of the project done in the U.S. by a U.S. company. 

This kind of economic difference is cause for concern. It is also notable that the Petroconsultants, Ltd. 
study ranked the U.K. second in overall net present value per barrel for marginal field. The U.S. ranked 
46th. 

Reform of the U.S. tax system as it applied to the oil industry is critical. The AMT should be repealed or 
substantially reformed, and capital cost recovery rules should be modified. Foreign lax systems have 
many positive characteristics which encourage exploration and production activity. The result of the 
U.K. fiscal changes demonstrate the dramatic effect tax policy has on business investment. 

The worldwide basis of U.S. taxation as applied to the oil industry creates competitive disadvantages. As 
discussed, the U.S. foreign tax credit limitations lend to increase the risk of double taxation in multiple 
jurisdictions. U.S. tax policy that singles out oil companies for adverse tax treatment is inappropriate, 
potentially detrimental to the economy and adversely impacts the competitiveness of U.S. oil and gas 
companies in the world market. 

The Spanish tax regime is even more favorable in encouraging capital formation for oil and gas 
exploration and production. The Spanish lax regime offers a 25% depletion allowance. Even more useful 
to promoting capital formation, under this investment-oriented regime, companies which plow back their 
profits into additional investment for research and exploration are rewarded. As long as they make such 
investments within five years of the profit they may defer taxation on that income until they spend, or 
otherwise distribute the profits, for activities not related to oil and gas exploration and production. 


Reform the Tax Code Now 


Taxes on the oil and gas industry have evolved and have become increasingly punitive over the last 
several years. In fact, a 1995 survey of independent oil and gas producers found that the effective tax 
rate for the industry is 20 percent greater than other industries (when slate and local taxes are added in. 
the percentage jumps three points). Meanwhile, critics argue ihat the industry is a recipient of “corporate 
welfare,” because it receives legitimate business deductions. But. indeed, these ordinary and necessary 
business deductions are the same type of deductions all other businesses “wriie off.” They’re just called 
a different name in the lax code, and hence, have caught the eye of the extreme environmental lobby. 
When the "corporate welfare” mantra is used to advocate changes in the tax code, lawmakers must 
realize that these extreme groups are really talking about raising taxes 
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Speaking of the “corporate welfare” debate, I wish to raise the alarm about an action taken in the “other 
body,” last week. IPAA is extremely concerned about the actions of the Senate Government Affairs 
Committee in approving S. 1376. Senator McCain’s bill would create a BRAC-like commission to draft a 
list of “corporate subsidies" including tax provision, for Congress to terminate with minimal review and 
almost no debate. We have not always prevailed before this committee or the Senate Finance 
Committee, however, we reject the notion contained in S. 1376 that our tax system should be revamped 
without your expertise and judgment. 

Instead of altering the tax code to erode natural resource induslhes, our leaders should encourage capital 
investment in developing the nation’s resource base, especially to encourage drilling and to preserve so- 
called “marginal” production which just earns enough money to operate. Therefore, to protect the future 
of our industry and the benefits it provides to the entire economy, we strongly support making 
modifications to the current system to make it more fair, efficient, and adminisierable, rather than 
creating an entire new system. We support the following proposals, which we believe are necessary to 
ensure a competitive U.S. -based oil and gas industry: 

• Reform of the Alternative Minimum Tax (AMT). The AMT doesn't allow full deductions of 
intangible drilling costs. These ordinary and necessary business expenses need full recognition in the 
lax code. 

• Reform the percentage depletion allowance. Increasing the percentage depletion allowance rate 
for all producers and royally owners from 15 percent to its historical level of 27.5 percent would 
encourage the maintenance of substantial U.S. reserves and increase cash flow to finance domestic 
drilling. Further, repeal the net income limitation on percentage depletion. This limitation 
effectively prevents most low volume wells from qualifying for percentage depletion during periods 
of low oil prices. The cost of operating a marginal well frequently exceeds the revenues received 
from the well’s production. Repeal of the limitation will target depletion from those domestic 
properties which most need improved cash flow. 

• A tax credit to preserve marginal production and to encourage new drilling, 

• Expand the Enhanced Oil Recovery Credit. The Treasury Department allows deductions to be 
taken on certain advanced technologies, allowing new technologies to be used more often. However, 
Treasury has not updated its rules to allow deduction of some expensive new technologies used in the 
production of oil and natural gas. If the rules were updated, new technology and natural resource 
recovery techniques would help to expand our existing natural resource base. 

• Allow geological and geophysical costs to be expensed. The industry has made enormous strides 
in seismic technology. Beginning with the Department of Energy’s Natural Gas and Oil Initiative, 
the administration has promised a review and recommendation regarding the expensing of this cosily, 
high-tech imaging technology that can, in some instances, account for 70 percent of the cost of 
drilling a new well. For nearly three years now, we have wailed for even a hint from the 
administration on what, if anything, it can or will do about this open question. This technology is 
expensive, and unless today's tax laws are updated, smaller oil and natural gas producers cannot gain 
access to these technological marvels. If allowed to expense the costs incurred, these technologies 
could be used more often, leading to improved “finding rates” of oil and gas reserves (up to a 50 to 
85 percent improvement rate). Also, the use of this new technology significantly improves the odds 
of drilling a successful well initially (reducing the number of wells drilled), thus leaving less of a 
“footprint" on the environment. 

Conclusion 


Again, Mr. Chairman and Members of the Committee, as you proceed next year in reforming America's 
tax system, I urge you to remember that we need to end up with a system that makes the taxation of 
natural resources, and thus our ability to raise capital, more competitive with the rest of the world. 


I appreciate your kind attention and welcome any questions you might have. 
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Mr. Christensen. Thank you, Mr. Linn. 

Next, Mr. Huard. 

STATEMENT OF PAUL R. HUARD, SENIOR VICE PRESIDENT, 

POLICY AND COMMUNICATIONS, NATIONAL ASSOCIATION 

OF MANUFACTURERS 

Mr. Huard. Thank you, Mr. Chairman. 

In view of the hour, I will introduce my statement for the record 
and summarize as fast as I can. 

I think it should go without saying that tax burdens are of criti- 
cal importance to manufacturing competitiveness. This is because 
in today’s highly competitive global economy increased tax burdens, 
which are an increased cost of doing business frequently, cannot be 
passed forward in price increases. So, the ability of manufacturers 
to maintain their market share and to sell a competitively priced 
product is very closely related to the tax burden that is imposed 
upon them. 

In the manufacturing sector, we have concluded that the current 
Tax Code is the single biggest obstacle to growth that we now face. 
There are several reasons for this. One is that the aggregate levels 
of taxation are simply excessive and the second is that compliance 
with the existing tax system, particularly the income tax system, 
is much too costly. 

In the case of small firms, there have been any number of stud- 
ies that demonstrate that the cost of compliance for small firms, 
say with revenues under $1 million, is a large multiple of the taxes 
raised. One study by the Tax Foundation suggested the multiple 
was seven. 

Even in the case of larger firms, there are certain arcane areas 
of compliance, most notably the alternative minimum tax, as well 
as the entire cadre of foreign source income provisions of the Code, 
where the cost of compliance is so high as to make the value of the 
provisions very questionable. 

We have, therefore, concluded that replacement of the entire sys- 
tem is really the way to go. That the current system is beyond re- 
pair or salvage or retrofitting to make it viable. In designing a re- 
placement system, we’ve examined various proposals that are out 
there and were set forth in the hearing notice. We haven’t taken 
a position for or against any of them. 

We do believe the design of a replacement system should take 
various conceptual principles into account. The first is that there 
should not be any net tax increase on either individuals or busi- 
ness. Tax increases basically deter growth. They don’t stimulate 
growth. 

Simplicity should be a major factor to eliminate wasteful compli- 
ance costs. Closely related to that should be stability. Since the late 
seventies we have had a nasty habit of making major changes in 
the rules of the game every 12 to 24 months. This makes business 
planning very difficult and it makes for a very complex situation 
for many taxpayers who basically are doing things under a mul- 
tiplicity of depreciation schedules and other rules, depending on 
when they put an asset in service, or when they bought a particu- 
lar asset or business. So, stability is almost as important as sim- 
plicity. 
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We should have a system that is much more conducive to capital 
investment. The current system, particularly for those taxpayers 
that are caught up in the alternative minimum tax, is one of the 
worst depreciations systems in the industrialized world. Ideally, to 
improve it and to also achieve the goal of simplicity, we ought to 
be moving toward something that looks like first year expensing. 

As a number of witnesses have already mentioned, compatibility 
with the systems of our trading partners, sometimes referred to as 
border adjustability, is important so that products manufactured in 
the United States, particularly exports, do not bear an unfair bur- 
den of taxation relative to products manufactured outside the Unit- 
ed States. 

In terms of replacing the existing system, the goal should be to 
eliminate multiple taxation and tear that particular defect of the 
current system out by the roots. That means properly integrating 
the individual and corporate income taxes, and it means not 
double-taxing savings. Multiple taxation of payroll by both the So- 
cial Security tax and the income tax is a problem for workers. 

Finally, if you do address payroll taxes — and I realize the hear- 
ing notice said they weren’t necessarily part of this — you should do 
it in the context of also looking at reform of the Social Security sys- 
tem which is going to self-destruct somewhere out there in the fu- 
ture when the baby boom generation starts to retire. If you don’t 
do that, and that may be too big a mouthful to chew on, you should 
at least make Social Security taxes deductible against income taxes 
so that you are not double taxing workers. 

Thank you. That concludes my testimony. 

[The prepared statement follows:] 
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Thank you, Mr. Chairman. I am Paul R. Huard, Senior Vice President of the 
National Association of Manufacturers. It is a pleasure to be here this morning to present 
the NAM’s views on the importance of tax reform to domestic manufacturing. 

The NAM is the nation’s oldest and largest broad-based industrial trade association. 
Its nearly 14,000 members include more than 10,000 small firms having fewer than 500 
employees each. Our members are located in every state, produce about 85 percent of U.S. 
manufactured goods and employ about 85 percent of the U.S. industrial workforce. 


The need for tax reform is urgent. We have concluded that the single biggest 
obstacle to increased economic growth and rising living standards is our impossibly complex 
and ever-changing tax code. While the problems of the current federal tax system are many, 
two are of paramount concern: [1] the system’s generally excessive levels of taxation on 
income from work, savings and investment; and [2] the almost universally excessive costs of 
complying with the system. I will comment on each of these in mm and include some 
specific observations on the effects on manufacmrers. 


The ways in which the current tax code penalizes work, savings and investment are 
almost too numerous to mention. Here, however, are a few of the more egregious examples: 

Wages, salaries and self-employment income are subject to both income taxes 
and payroll taxes, and the latter have risen so high that many workers now pay 
more in payroll taxes than they do in income taxes. 

The regime for taxing capital gains fails totally to reward entrepreneurial risk- 
taking and, even more perniciously, often taxes as a "paper gain" what is 
acmally an economic loss if inflation is taken into account. 

Our capital recovery system is one of the worst in the industrialized world, 
particularly in those numerous instances when an already weak depreciation 
system is further exacerbated by the applicability of the corporate alternative 
minimum tax [AMT]. 

The personal and corporate tax systems are not properly integrated, so that 
corporate earnings paid to shareholders are doubly taxed. 
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Whether earned or unearned, taxable income that is saved and re-invesied -- 
rather than consumed - is taxed again and again and again, until withdrawn 
from savings or investment and consumed. 

Tax rates were lowered substantially under the Tax Reform Act of 1986, although for 
manutacrurers, many of which are capital intensive, this rate reduction did not fully 
compensate for the loss of the investment tax credit and the significant weakening of the 
depreciation system that also occurred under the 1986 Act. 

The governing principle of the 1986 Act — much touted at the time -- was the trade- 
off of lower rates for a larger taxable base. Some skeptics at the time expressed the fear that 
rates would soon be raised again without any commensurate narrowing of the base. This, of 
course, is precisely what has occurred. The top marginal rale of tax on both personal and 
corporate income have increased since the 1986 Act. yet any narrowing of the base has been 
nonexistent or at best negligible. 

Furthermore, the negative effect of all this on a family held capital-intensive small 
manutaciuring finn whose owners pay taxes under the personal rate stmeture is hard to 
overstate at a top marginal rate of about 42%. This rate, which includes back-door increases 
through reductions in persona! exemptions and itemized deductions, represents a staggering 
50 percent increase since 1986! And. the vast majority of U.S. businesses pay tax at the 
personal rather than the corporate rates because they are either sole proprietorships, 
partnerships or S corporations Approximately 4000 of the NAM’s 10.000 small 
manufacturers are S corporations 

In order lo grow and create jobs, such a firm must consianily make new investments 
in plant, machinery and R&D. More often than not. such investments are financed from 
current cash flow rather than by raising new debt or equity capital. This is where the current 
tax system is extraordinarily harmful. 

Let me now turn briefly to the issue of the cost of complying with a system whose 
complexities have grown so byzaniine as to be incomprehensible to all - whether the 
legislators who wrote it, the Internal Revenue Service personnel who have to enforce it. or 
the taxpayers who have to live with it. 

Few would challenge the proposition that the costs of complying with the current 
federal income tax are grossly excessive. This is especially true of smaller firms which tend 
not to have in-house tax departments. One Tax Foundation smdy estimated that small 
corporations having assets of $1 million or less paid over seven limes more in compliance 
costs than in actual taxes ! That’s at least $7 billion in compliance costs for each $1 billion in 
taxes collected from these firms. The cost of compliance by all Fortune 500 companies is an 
estimated $815 million. Collectively, all businesses will pay an estimated $105 billion in 
1996 to comply with the federal income lax according to the Tax Foundation. The lost 
economic opportunities due to these excessive compliance costs is inexcusable and 
detrimental to optimal economic growth. 


That’s why lax reform is so urgently needed. The NAM believes a reformed system 
should have the following characteristics: 

Simplicity . What’s needed is a simple low-rate system with relatively few 
deductions or other adjustments, so that the many billions of dollars currently 
wasted on complying with the current system can be applied to more 
productive uses. 

Elimination of Multiple Taxation . Income once taxed should not be taxed 
again just because it is saved or reinvested rather than consumed. Wage 
income should not be subjected to both income and payroll taxes. Similarly, 
business income should be taxed only once so that, among other things. 
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corporate profits paid as dividends should not be taxed to both the corporation 
and the shareholder. Further, business taxes under any new system should be 
compatible with the border adjustable systems of our trading partners so that, 
for example, American exports are not double taxed by the U.S. and the 
destination country. 

Stability . Present taxes are both disliked and hard to deal with in large part 
because they are in a constant state of flux. Procedures such as supermajority 
voting requirements should be adopted to ensure that future revision is both 
difficult and infrequent. 

No Net Tax Increase . There should be no net tax increase on either 
individuals or business. Tax increases deter economic growth. 

Adoption of a simple tax system that taxes all income but once and that is not biased 
against work, savings and investment should be one of the nation’s highest priorities. The 
resulting dynamic increase in economic growth would benefit businesses and their employees 
alike. We can see no other way to improve incomes and living standards for all Americans 
while at the same time maintaining the global competitiveness of U.S businesses, especially 
manufacturers. 


Thank you, Mr. Chairman. That concludes my prepared remarks on this subject. I 
would be pleased to address any questions you or other members of the Committee might 
have. 



272 


Mr. Christensen. Thank you, Mr. Huard. 

Mr. Lawson. 

STATEMENT OF RICHARD L. LAWSON, PRESIDENT, NATIONAL 
MINING ASSOCIATION 

Mr. Lawson. Thank you, Mr. Chairman. 

I also, for purposes of time of the Committee, will ask that my 
remarks be submitted for the record, and I will attempt to cut 
them short with some of the most important aspects of our con- 
cerns. 

As you know, the National Mining Association involves all of the 
mining activities that occur in this country, and we have strong 
feelings about our tax system. I would like to begin by expressing 
the industry’s commendation for this inquiry into the flaws and 
failures of the income tax system. And in my time this morning, 
I will discuss some fundamental concepts but we will submit a de- 
tailed statement for the record, which would include a compilation 
of the taxes and fees the industry pays and the specific features of 
the current Tax Code which are of great concern to the industry. 

From my standpoint, speaking for the industry, the Nation re- 
quires a tax system that raises sufficient revenue to operate the 
government without habitual resort to deficit finance, that at- 
tempts to hide no taxes, that does not allow for taxes to be easily 
or casually raised, that encourages the kinds of investment and be- 
havior that produce an expanding and internationally competitive 
economy and more jobs, and finally, that allows the delivery of in- 
dustrial resources to the economy at the lowest possible cost, which 
also encourages the use of competitive domestic resources, espe- 
cially to enhance energy security for the country. 

Any possible replacement for the present system should provide 
incentives for mining companies to explore for, discover, and de- 
velop new reserves as present ones are used up, the continuation 
of the depletion allowance or a provision that serves the same pur- 
pose in the same way. And whether the present system is replaced 
or simply reformed, the application of the alternative minimum tax 
to capital intensive industries such as mining is harmful, not only 
to the Nation, but appears to be, to us, to be punitive, should be 
eliminated, and certainly should be revised in terms of our inter- 
national competitiveness. 

Mr. Chairman and Members of the Committee, the mining indus- 
try of the United States endorses the spirit and direction of this in- 
quiry and although it won’t be a tea party, we can establish a sys- 
tem that is designed for a purpose and it should be in the Amer- 
ican tradition of taxation. 

Thank you. 

[The prepared statement follows:] 
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Mr. Chairman, members of the committee, I am Richard Lawson, the president 
of the National Mining Association. 

NMA's members deliver to Americans the industrial resources and electric 
power that produce a competitive, modern economy and good jobs. America is one 
of the world's energy and resource rich countries. Each form of mining makes both 
individual and combined contributions to the continued growth, security, and 
competitiveness of the United States economy. 

The U.S. is first or second in world production and reserve holdings of most 
important metallic and non-metallic minerals. Products of domestic mining are 
required for virtually all forms of economic activity. Ores become tools and capital 
goods, including computers and tractors. Non-metallic minerals go into industrial 
processes, chemicals and fertilizers. Many mining products and much equipment 
fabricated from mined materials are exported. 

American coal perennially delivers almost three-fifths of the nation's electric 
power and comprises two-fifths of all domestically produced fossil fuel. Coal-fired 
electricity is a principal reason America's industrial power rates are 49 percent below 
our primary economic competition in Europe and 73 percent below our principal 
competitors in Asia. 

The saying is, "If it can't be grown, it has to be mined," That certainly is true 
in America. In 1995 the U.S. economy required new metals and minerals at an 
annual rate of 40,000 pounds per person. Add to that the billion-plus tons of coal 
U.S. miners produce and you begin to see the contribution of the U.S. mining industry 
to America and Americans. 

I want to begin by expressing the industry's commendation for this inquiry into 
the flaws and failures of the federal income tax system A former Secretary of the 
Treasury once said, "The nation should have a tax system that looks like someone 
designed it on purpose." The mining industry feels that such purpose ought to be an 
America that is economically strong and capable of responding to all challenges, and 
for that reason our industry intends to be a full contributing participant in the policy 
process now underway 

There are two fundamental approaches to taxation One is basically European 
and rooted in the attitudes of feudal times. It assumes that government should 
simply take what it needs and that people would be permitted to keep a share of the 
fruits of their labor and investment — but only a share. I sometimes think of it as the 
King George of England system. 
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This philosophy gives to things left untaxed names such a tax expenditures 
and middle-class subsidy. In it, taxes have two purposes: To raise revenue and to 
coerce behavior for social and other policy purposes; and revenue is not always the 
first purpose of a tax provision. 

The other approach is distinctly American and stems also from the time of King 
George, tea parties and America’s ultimate tax reform: It is based on the conviction 
that the people grant to government a share of their earned wealth in exchange for 
the efficient and orderly conduct of national affairs. 

In it, taxes also have two purposes; To raise revenue and to encourage 
behavior. Tax expenditures are taxes paid, not activities left untaxed. I urge the 
committee to re-emphasize the American approach. America requires a tax system 
that: 

♦ Raises sufficient revenue to operate the government without habitual 
resort to deficit finance; 

♦ Attempts to hide no taxes; 

♦ Does not allow for taxes to be easily or casually raised; 

♦ Encourages the kinds of investment and behavior that produce an 
expanding and internationally competitive economy, and more jobs; 

♦ Allows delivery of industrial resources to the economy at the lowest 
possible cost; and, 

♦ Encourages the use of competitive domestic resources - especially to 
enhance energy security. 

A major deficiency of the present tax system is the corporate alternative 
minimum tax, which, as the Committee is well aware, operates as a parallel tax 
system. The end result is a tax structure that penalizes investment and gives capital 
intensive industries the worst capital cost recovery system in the industrialized world. 
We applaud the Committee's efforts to repeal and reform the AMT in the 104th 
Congress. 

The AMT hits nearly every mining company at nearly every stage of a mine's 
investment and life cycle-exploration, development and production. This makes 
many mining companies permanent AMT taxpayers and as a result they pay higher 
effective federal income tax rates than other businesses. 

A review of information in the public domain indicates that the mining industry 
pays higher taxes than most industries. Some commodities, such as coal, already 
bear an extremely high tax burden. Information on total tax burden is useful to better 
understand the full impact and implications of fundamental tax reform on any given 
industry or segment thereof. 

The coal industry provides a good example of the amount of non-income 
based taxes paid by an industry. Like other industries, coal producing companies 
pay federal and state income taxes, property, sales and use tax, and federal and 
state mandated payroll taxes. Coal companies also pay a variety of industry specific 
taxes and fees including state (and local) severance taxes, federal abandoned mine 
lands fees and federal Black Lung Excise tax. A significant amount of coal 
production occurs on lands subject to federal or Indian royalties. Also, many coal 
companies must pay a federally mandated retired miner health care tax. 
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Revenues provided by severance taxes are a significant source of funds for 
coal producing states The total coal severance tax collected by all coal producing 
states in 1993 totaled $559 million. To illustrate the importance of these taxes, 
Wyoming, the nation's largest coal producing state, collected $100 4 million in coal 
severance tax in 1993 representing 15% of this states total tax receipts 

At the federal level, the coal industry paid $329 million in federal and Indian 
royalties in 1993 The nation’s coal production subject to federal or Indian royalty 
accounted for 31% of total coal production in 1994 The coal industry paid $605 
million in coal black lung excise tax in 1993 and abandoned mine lands fees of $238 
million. 


The impact of these non-income based taxes is significant. For example, a 
Wyoming coal company selling Powder River Basin coal for an average price of 
$3.33 per ton FOB mine will pay $1.23 per ton or 36.9% of selling price in non- 
income, non-payroll taxes and fees: 


State (and county) severance 

$33 

Black Lung Excise Tax' 

.15 

Federal royalty 

.40 

Abandoned mine land fee 

.35 


$1.23 


Subtracting the $1.23 in non-income based taxes from a selling price of $3.33 leaves 
only $2,10 per ton to cover production costs, overhead, payroll and income taxes. As 
a result, profit margins are razor thin. 

Any alternative tax system should take into account all excise taxes, fees and 
industry - specific taxes paid to government entities-federal, state and local, including 
Indian tribal entities 

Fllstorically, the federal income tax system has recognized the fundamental 
and essential role of this country's mining industry. Mining's importance has been 
long acknowledged through such provisions as the deduction for exploration and 
development expenditures and the percentage depletion allowance. These and other 
provisions affecting capital cost recovery have helped to foster an assured availability 
of raw materials for manufacturing and energy production while helping to generate 
needed cash flow for the industry. 

One of the distinguishing characteristics of mining compared to other forms of 
commercial endeavor is the necessity to discover through high risk exploration and 
development activity, the primary asset of the business-its mineral deposits 
(reserves). The tax code must encourage the entrepreneurial risk taking activity 
inherent in these activities. 

A mineral deposit is a wasting asset that requires investments in exploration, 
acquisition and development in order to yield a flow of commodities over its 
productive life. As is true of other assets, the value of a mineral deposit diminishes 
with its depletion The present tax system recognizes these characteristics: 

(1) a mineral deposit is a unique wasting asset for which the percentage depletion 
allowance is necessary to provide meaningful capital recovery; and (2) the massive 
capital requirements, above average risks and long lead times from exploration to 
commercial production inherent in the mining industry. 


’ Other coal operators pay considerably more Black Lung Excise Tax— up to $1.10 
per ton. 
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Any modification to the present system, or a change to a new system, that 
results in an increase in the tax burden on mining companies is the same as an 
increase in production costs. Because minerals are commodities traded in the 
international marketplace at prices determined by world-wide supply and demand 
factors, mining companies cannot increase prices to recover higher costs. Ultimately, 
higher tax burdens will have a chilling effect on investment in both existing mines and 
proposed mining projects and damage the long-term viability of the mining industry. 
Any downsizing in the U.S. mining industry as a consequence of tax hikes means 
good, high-paying jobs will be exported and we will import mineral products to offset 
lost domestic production. 

NMA is concerned that the flat and USA alternative tax systems, as presently 
drafted, could result in a major tax increase on the mining industry which will have 
adverse consequences not only to mining companies but their employees, suppliers 
and other entities with a stake in the success and viability of the domestic mining 
industry. 

Any possible replacement for the present system should provide incentive for 
mining companies to explore, discover, and develop new reserves as present ones 
are used up - the continuation of the depletion allowance or a provision that serves 
the same purpose. And whether the present system is replaced or simply reformed, 
the application of the alternative minimum tax to capital-intensive industries such as 
mining is harmful and punitive and should be eliminated. 

Mr. Chairman, members of the committee, the mining industry endorses the 
spirit and direction of your inquiry. It won’t be a tea party, but we can establish a 
system that is designed for a purpose; and it will be in the American tradition. 



277 


Mr. Christensen. Thank you, Mr. Lawson. 

Mr. Collins, do you have any questions? 

Mr. Collins. Mr. Chairman, no, I won’t ask any questions. It 
seems like we have quite an event going on across the street that 
we all have to attend about every 15 minutes. But we do appreciate 
each of you coming, and we are very concerned, as you are, with 
the tax structure in this country and how it affects jobs domesti- 
cally as well as how it affects exports. I prefer to export goods rath- 
er than exporting jobs. 

And I think our Tax Code has a tendency for us to export jobs 
more favorably than it should. We solicit your support in our ef- 
forts to change the Tax Code as we attempt a change in this Con- 
gress. And I am sure that the Chairman, within the next Congress, 
will continue to move forward with more changes, changes our crit- 
ics say are in effect, giving corporate welfare to business. But in 
the long run, these incentives are for the welfare of those who work 
in this country. 

Because I’ve always been a believer that no matter where you 
implement a tax, who you implement it on, what product you im- 
plement it on, working people of this country pay the bill, when 
they buy those products or buy those goods and services. 

We appreciate your efforts, your interest, and your patience with 
the procedural vote tactics that are going on today. 

Thank you very much. 

Mr. Christensen. As Mr. Collins stated, there is another vote on 
the floor. There are a number of procedural things that are hap- 
pening. In light of that, I will probably have to pass at this time. 
I want to thank the Committee and thank the panel for their time 
and spending here, the whole morning. And your full statement 
will be entered into the record, and we appreciate the fact that 
you’ve given your time to come to testify this morning. 

Thank you very much. 

[Recess.] 

Mr. English [presiding]. We are going to reconvene this hearing 
and introduce a new panel. Each of the witnesses will have 5 min- 
utes to testify and then we will have an opportunity for questions 
and answers. 

Our panel on this round will consist of James F. McMahon, vice 
chairman of the taxation committee of the Edison Electric Insti- 
tute, and general tax counsel of the Consolidated Edison Co. of 
New York, and he is accompanied, I believe, by Peter Merrill, a 
partner at Price Waterhouse. 

We have with us Dawn Erlandson, executive director of Ameri- 
cans for a Sustainable Economy; Brent Blackwelder, president of 
Friends of the Earth; and Gary Rogliano, senior vice president for 
the Pittston Co. of Stanford, Connecticut, speaking on behalf of the 
Coal Industry Tax Committee. 

Thank you all for coming and participating today. 

We anticipate having a few more Members here before this panel 
is completed, to ask questions. I would like to start with Mr. 
McMahon, and then Mr. Merrill. 
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NEW YORK, INC.; ACCOMPANIED BY PETER MERRILL, 

PARTNER, PRICE WATERHOUSE LLP 

Mr. McMahon. Thank you, Mr. Chairman. Good afternoon. 

We welcome the opportunity to speak before the Committee with 
respect to tax reform. We support your efforts to develop an alter- 
native tax system. Now we have reviewed the various tax propos- 
als, and I will just break them down, in the interest of time, for 
short analysis. 

The USA tax encourages capital investment by expensing our ex- 
penses. We, as you know, in public utilities, make large invest- 
ments, and this particular expensing will be a great capital invest- 
ment for us. 

The national retail sales tax is similar to the sales taxes imposed 
in 45 States. It is also similar to the VAT tax. EEI has found sig- 
nificant merit to the VAT tax and has prepared written comments, 
which we gave to the Committee last June. 

The flat tax also allows expensing and does have the advantage 
of capital investment. However, while it does enhance our competi- 
tive position, it is, as far as foreign taxes are concerned, not border 
adjustable. 

As to the effect on electric utilities, I would just point out a few 
things. 

In our compliance, one of our major problems in taxes is the dis- 
tinction between expensing and capitalization. All three proposals 
eliminate that problem, which is an excellent idea. 

We do have, however, transition problems regarding cost recov- 
ery issues and losses, and other transitional questions. We ask that 
the Committee examine other issues as they are important to the 
electric utility industry. 

In the regulatory area, reductions or elimination of deferred tax 
liabilities could result in temporary but significant reductions in 
cash flow and limited investment opportunities for public utilities. 

We also ask that the Committee take a careful review of the nor- 
malization provisions that are in the Tax Code, and he careful 
about abandoning them. 

In the foreign tax area, we are now facing global competition and 
electric utilities are looking forward into foreign investments. The 
flat USA tax and the sales tax do not tax offshore activities, but 
the flat tax does tax exports, and is not border adjustable. 

As the Committee is aware, there have been changes in the elec- 
tric industry primarily because of the Energy Policy Act of 1993. 
It has brought forth retail competition and a new class of nonutility 
generators. We ask that consideration be given to a level 
playingfield, and a fairness in taxation, and that tax advantages 
enjoyed by municipal government-owned utilities be equated with 
public utility taxation. 

In summation, we have five points I would like to make. 

One, EEI and the public utility industry support any proposal to 
eliminate the income tax and replace it with a broad-based con- 
sumption tax. 



279 


However, we do not support the addition of a compensation tax 
on top of existing income taxes. 

We favor the consumption tax, but we would want the public 
utility to collect the tax, but the tax would be placed on the end 
user. 

We urge you to look at the transition issues raised by the recov- 
ery of bases and by losses. 

We also ask that consideration be given to the normalization, 
and finally, we ask for fairness and a level playingfield, so that our 
long-term goal is to tax all electricity at the same rate, regardless 
of who produces it or who sells it. 

Thank you. 

[The prepared statement follows:] 
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Mr. Chairman and Members of the Committee; 

I am James F. McMahon, General Tax Counsel of the 
Consolidated Edison Company of New York, Inc. I appreciate the 
opportunity to appear today representing the Edison Electric 
Institute (EEI) . EEI is the association representing the 
nation’s shareholder-owned electric utility companies. Its 
members serve 99 percent of all customers served by the 
shareholder-owned segment of the electric utility industry. 

EEI's members generate approximately 79 percent of all the 
electricity produced in the United States and serve 76 percent of 
the nation's customers. EEI and its member companies appreciate 
the opportunity to present our comments on this important issue, 
and look forward to working with the Committee in its search for 
an alternative tax system to replace the federal income tax. 

A number of Members of Congress as well as others believe 
that the current federal income tax system should be repealed and 
replaced by a new tax that is designed to facilitate savings and 
investment, international competitiveness, and tax 
simplification. House Ways and Means Committee Chairman Bill 
Archer (R-TX) , Senate Finance Committee Chairman William Roth 
R-DE) and Ways and Means ranking member Sam Gibbons (D-FL) have 
all expressed an interest in sweeping tax reform. EEI applauds 
these efforts. 

Our current tax system is extremely complicated and burdened 
with a multitude of complex and tangled regulations, exemptions 
and loopholes. It punishes success and rewards consumption at 
the expense of savings and investments, and is extremely 
difficult and expensive to administer. The administration of the 
system can, at best, be described as inefficient and 
adversarial. EEI supports the Committee on Ways and Means' 
efforts Co develop an alternative tax system that is fairer and 
encourages savings and economic activity. Our remarks will 
address the principal options most frequently discussed as 
alternatives to the current system. The proposals include a flat 
tax, a national sales tax, and an income tax with an unlimited 
savings deduccion. 

Three fundamental tax reform proposals introduced during Che 
104ch Congress have received the greatest amount of attention: 
the Flat Tax introduced by House Majority Leader Dick Armey 
(R-TX) and Sen. Richard Shelby (R-AL) , the "Unlimited Savings 
Allowance" (USA) Tax introduced by Senators Pete Domenici (R-NM) 
and Sam Nunn (D-GA) , and the National Retail Sales Tax (NRST) 
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introduced by Reps. Dan Schaefer (R-CO) and Billy Tauzin (D-LA) . 
Each of these proposals would repeal the current federal 
individual and corporate income taxes and introduce a new 
consumption-based tax system. We agree that a new tax should not 
be added on top of the current income tax system. 

Adoption of any of these proposals would represent a radical 
change in U.S. tax policy. While over 100 countries have adopted 
national value-added taxes (VATs) , none has repealed its 
corporate or individual income tax system. Change of this 
magnitude would raise numerous issues for the electric utility 
industry. The purpose of these comments is to identify the 
potential impact of fundamental tax reform on our industry. 

CHANGES IN THE ELECTRIC UTILITY INDUSTRY 

The electric utility industry has entered into an era of 
increasing competition. The Energy Policy Act of 1992 has 
stimulated wholesale competition by opening the nation's 
transmission system and creating a new class of non-utility 
generators at the wholesale level. With regard to retail sales 
to the ultimate customer, forty-seven states and the District of 
Columbia are addressing reforms to traditional retail electric 
service. Several states are conducting retail competition 
experiments . 

At this time it is not known how future electricity markets 
will be constructed. But there will continue to be a regulated 
and an unregulated part of what is now the electric utility 
business, at least for the forseeable future. 

We point this out because whether or not an electricity 
company is regulated has income tax implications. One of the 
major differences is that, in calculating the cost of service for 
providing electricity, regulators determine the income tax 
expense that is chargeable to the customer in rates. The 
treatment of deferred tax is another area of significant 
difference . 

Thus, any restructuring of the tax system must take into 
consideration the changing nature of the electricity industry. 
Some parts of the business such as distribution will, in all 
likelihood, continue to be regulated. Other parts of the 
business, such as generation, may be partially or fully 
deregulated . 

In order to ensure that all electricity suppliers compete 
under the same rules, the tax system should not give an unfair 
advantage to any market participant. 

USA TAX 

Introduced by Senators Pete Domenici (R-NM) and Sam Nunn 
(D-GA) , the "Unlimited Savings Allowance” USA Tax (S. 722) 
imposes two consumption taxes: (1) a consumed income tax on 
individuals with progressive rates up to 40% and (2) a 
subtraction method value added tax on businesses at an 11% rate. 
Businesses generally would compute their USA Tax base by 
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deduccing from gross receipts the cost of goods and services 
purchased from other businesses, including materials, energy, 
plant and equipment, advertising, accounting and legal fees, and 
other costs. The primary business expenses that would not be 
deductible under this system are employee compensation and 
benefits, interest payments and taxes {other than product taxes). 
Dividends, interest and capital gains income from sales of 
financial assets would not be included in the tax base of 
non-financial companies. Dividends and interest payments would 
not be allowed as deductions under the USA Tax for non-financial 
companies. Rent and royalty income would be includable in 
business receipts, while rent and royalty expenses would be 
deductible, as under the corporate income tax. 

Capital purchases, including the entire cost of property, 
plant and equipment, would be fully deducted in the year of 
purchase. Gross proceeds from the sale of assets would be 
included in the USA Tax base. Depreciation, depletion and 
amortization rules would be eliminated. Transition rules would 
apply to the unrecovered basis of assets purchased before the 
effective date of the USA Tax. The proposal would retain the 
accrual method of accounting for purposes of determining the 
timing of recognition of taxable receipts and deductions of 
business purchases. 

The USA Tax is a territorial tax with "border adjustments." 
Income from foreign branches and dividends from foreign 
subsidiaries would be excluded. Gross receipts from exports of 
goods or services from the United States would also be excluded 
from the tax base. Foreign source rents, royalties, commissions, 
service fees, etc., received by a U.S. business would be treated 
as export receipts and excluded from the tax base. Imports of 
goods and services would be treated as taxable receipts to the 
importer. The import tax could not be reduced by any deductions 
or credits. 

The USA Tax accomplishes some important tax policy 
objectives. First, it encourages capital investment. Utilities 
make substantial investments in plant and equipment, and capital 
expenditures would be expensed rather than depreciated. Secondly, 
the USA Tax enhances the electric utilities' competitive position 
abroad. The electric utility industry has become significantly 
more involved in offshore projects which generate foreign source 
income, all of which would be exempt from the USA tax base. 
Although the USA Tax does not allow for deductions for wages and 
other forms of compensation, on balance, we believe the USA Tax 
provides an appropriate base of taxation. The immediate 
deductibility of capital expenditures promotes capital investment 
that is vital to productivity and economic growth and would lower 
the cost of capital. In addition, the exclusion of income 
generated offshore encourages additional activities by U.S. 
domiciled utilities operating in foreign countries. These 
foreign projects create jobs in the United States. They do not 
export jobs. These projects involve U.S. service personnel as 
well as U.S. based technology. The power plants abroad will be 
built and operated either by a U.S. company or by a foreign 
competitor. It is an inherent economic advantage for the United 
States that these plants be built, equipped and operated by U.S. 
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companies rather than our foreign competition. The USA Tax does 
little, however, to level the playing field for all electricity 
producers . 


FLAT TAX 

Although there are different versions of a Flat Tax, perhaps 
the one most frequently discussed is the one introduced by House 
Majority Leader Dick Armey (R-TX) , H.R. 2060 and Senator Richard 
Shelby (R-AL) , S. 488. Their proposal imposes a flat 17% tax on 
businesses and individuals. Robert Hall and Alvin Rabushka of 
the Hoover Institution suggested a 19% rate should be 
implemented. A January 1996 U.S. Department of the X^^easury 
analysis estimated that a 20.8% rate would be required for the 
Flat Tax bill to be revenue neutral. Under the Flat Tax, a 
business generally would compute its tax base as it would under 
the USA Tax with some significant differences: 

• In contrast to the USA Tax, wages and salaries and 
contributions to qualified pension plans would be deductible 
under the Flat Tax. Other fringe benefits such as health 
care would not be deductible as under the USA Tax. 

• Unlike the USA Tax, the Flat Tax would not tax imports, nor 
exempt exports. Like the USA Tax, the Flat Tax would be 
calculated on a territorial basis; only domestic operations 
would be included in the determination of tax liability and 
income from foreign operations would be exempt. Foreign 
source royalty, rental, commission and service fee receipts 
would, unlike the USA Tax, be included in the tax base under 
the Flat Tax. 

• In contrast to the USA Tax, Flat Tax legislation generally 
would require the use of the cash method of accounting. 

BROAD BASED CONSUMPTION TAX 

Representatives Dan Schaefer (R-CO) and Billy Tauzin (D*LA) 
have introduced legislation -- (H.R. 3039) the "National Retail 
Sales Act of 1996" -- that would repeal the corporate and 
individual income taxes, the estate and gift taxes, most federal 
excise taxes. It also imposes a new 15% national retail sales 
tax (NRST) . The Schaef er/Tauzin NRST is generally similar to 
retail sales taxes (RSTs) now imposed by 45 states. The 
Schaef er/Tauzin NRST, however, would apply not only to goods but 
also to most services. The bill would encourage states to take 
over administration of the NRST by allowing administering states 
to keep 1% of the amount of NRST collected as an administration 
fee. The bill also would eliminate funding for the Internal 
Revenue Service after FY 2000. 

Under the NRST, businesses would pay tax equal to 15% of the 
gross amount received for sales of goods and services. Sellers 
would be required to provide an invoice with respect to taxable 
sales stating the amount of tax and certain other information. 
Sales to other businesses for resale or for use in the production 
of taxable goods and services would be exempt as would exports. 
Taxpayers would be allowed an administrative credit equal to 0.5% 
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of tax collected as well as a credit equal to 50% of the cost of 
equipment purchased. to comply with the invoice requirement. 

Employers would be required to pay each employee a "family 
consumption refund" equal to 15% of the lesser of (1) the poverty 
level for the employee's family unit; or (2) the employee's 
annual compensation. The refund would be creditable against the 
employer's payroll tax. 

The NRST is similar to a value added tax (VAT) . A VAT taxes 
the difference between the value of a business' sales and its 
purchases from other businesses. A value added tax is a tax on 
businesses that is collected as goods move through different 
phases of production. VATs generally tax consumption rather than 
investment and are border adjustable. 

Because a retail sales tax such as the NRST and a 
credit - invoice VAT (with the same rate) generally impose the same 
amount of tax on the same tax base ( i . e . . total final sales) , 
economists generally believe that the taxes will have largely the 
same impact on savings, international trade and distribution of 
income. Thus, the differences between a retail sales tax and a 
credit invoice VAT are primarily matters of administration and 
compliance. EEI believes that a traditional VAT has substantial 
merit and provided this Committee with written comments on the 
subject on June 22, 1995. As in the case of the other approaches 
to fundamental tax reform addressed in our remarks, we believe 
that these measures have the potential to be significantly more 
efficient and administrable chan the present corporate and 
individual income tax and that they would also better promote the 
important goals of capital formation, domestic job growth, and 
foreign competitiveness. 

Ratemakino Under a Broa d Basejd_Consumption Tax 

The interaction of a broad based consumption tax with state 
rate-making raises significant issues for the electric utility 
industry. The "revenue requirement" of an electric utility 
includes its tax liability and is in principle recovered through 
Che rate -making process. State gross receipt taxes, state 
franchise taxes and income taxes are all expenses included in a 
utility's revenue requirements. Utilities cannot automatically 
adjust rates to reflect changes in such taxes since these changes 
require approval of regulatory authorities. A sales tax imposed 
on customers is not part of the revenue requirement. A sales tax 
is generally a liability of the consumer with utilities serving 
solely as collection agents for the government. Utility bills 
therefore automatically reflect a sales tax. 

Treatment of a broad based consumption tax for rate-making 
purposes should ensure that the ultimate consumer of electricity 
bears the cost. However, the design of a national sales tax 
raises several issues. The design could be such that utilities 
are simply collection agents. This is how the House drafted the 
proposed BTU tax in its version of the Omnibus Budget 
Reconciliation Act of 1993. An invoice -method national sales tax 
would be a liability of the ultimate consumer and would be 
collected and remitted by the utility. It would not be part of 
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the utility's revenue requirements. Instead, the tax would be a 
separate calculation outside the rate-making process. 

Alternatively, the design of a broad based consumption tax 
could designate the seller as the taxpayer. Such a design would 
create regulatory problems for the utility. For example, under a 
subtraction method VAT, such as the USA Business Tax, utilities 
would likely be required to obtain regulatory approval in order 
to include the amounts in rates. 

COMPLIANCE AMU TRANSITIONAL ISSUES 

For many taxpayers, the prospect of relief from the 
compliance burden associated with the current federal income tax 
system is one of the most attractive features of fundamental tax 
reform. Proponents of the various tax reform proposals have 
focused on this taxpayer concern. The major fundamental tax 
reform proposals we have discussed are likely to provide some, 
perhaps significant, relief from the present compliance burden 
but the transition to a new system will create different 
compliance burdens, and each of the proposals contains at least 
some potential complexities. In addition, each of these 
restructuring proposals may make it more difficult to use 
financial accounting data as a starting point for the calculation 
of tax liability. 

For the electric utility industry, a significant amount of 
tax complexity relates to the question of whether to deduct or to 
capitalize an expenditure. The Flat Tax, the USA Tax and a 
national sales tax would eliminate this major source of 
complexity since all expenditures would be expensed. Significant 
cost recovery issues relating to existing property and other 
transitional issues, however, would be inherent in the adoption 
of any new method of taxation. 

Another significant source of complexity relates to the 
United States taxation of offshore business activity. The Flat 
Tax, the National Retail Sales Tax and the USA Tax are 
territorial systems and would not tax the offshore activity of 
U.S. corporations. A national sales tax and the USA Tax would be 
border adjustable and eliminate the extraordinary complexities 
involved with the taxation of U.S. entities abroad. The Flat Tax 
would be border adjustable and would tax royalties and other 
payments received for exports of services and intangibles. As a 
result, transfer pricing would remain a significant source of 
complexity in the administration of the Flat Tax. Moreover, the 
taxation of foreign-source royalty payments - with no deduction 
or credit for foreign withholding taxes on these royalties could 
result in an increased tax burden on the development and 
commercialization of technology by U.S. companies. It is 
critical that any new tax system maximize the competitive 
position of U.S. utilities operating abroad. 

Depending on how a national sales tax is constructed, 
significant administrative burdens may result. For example, the 
NRST would impose significant compliance burdens with its "family 
consumption refunds." Coordination would be required where a 
family unit has more than one working member. This process would 
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raise significant compliance problems. Another example is that, 
under the NRST, sellers would need to maintain exemption 
certificates for each business customer for a period of three 
years and would bear the burden of ascertaining that these 
certificates are not fraudulent. 

Another area of complexity involves interstate sales. Under 
the NRST, interstate sales would be taxable in the same manner as 
intrastate sales. However, the destination state would have tax 
jurisdiction over these sales. Consequently, utilities would 
need to ascertain the residence of all nonexempt customers and 
calculate tax separately for each customer based on the state of 
residence . 

A publicly-traded company's incremental cost of compliance 
with the present tax law is significantly influenced by the 
degree to which information developed for other purposes (such as 
the financial statement) can be used for tax purposes. 

Generally, a company will not calculate all of the elements of 
taxable income separately, but rather will use the financial 
statement measure of income as a starting point and make the 
adjustments necessary to determine taxable income. A corporation 
is required to summarize these adjustments on Schedule M-1 of the 
corporate income tax return Form 1120. Obviously, extensive and 
complex adjustments to the financial statement that may be 
required to determine taxable income increase the cost of tax 
compliance. Unlike present law, neither the Plat Tax nor the USA 
Tax uses a single existing figure such as book income as the 
starting point of its calculation. While continued use of 
financial accounting information may be possible, it may no 
longer be able to serve as the starting point for the calculation 
of tax liability as it does under present law, necessitating the 
creation of a new, unique calculation of taxable income. 

EIHAMCIAL ACCQPMTING AKD TRANSITION ISSUES 

If tax reform retains some definition of income as part of 
the tax base, continued financial accounting measurement of tax 
expense and liability will be required. This will result in both 
transitional and ongoing financial accounting implications. 

The main transitional effects are the benefit due to a 
reduction in net deferred tax liabilities resulting from a tax 
rate reduction; and, absent transitional relief, the burden 
resulting from the loss of tax basis in existing assets. The 
positive and negative transitional effects may be recognized 
immediately or over time, through earnings or directly through 
the equity account. Whether an individual utility will 
experience a net positive or negative effect will depend upon the 
size of the reduction in tax rates, the utility's deferred tax 
account, the utility's adjusted tax basis in its depreciable 
assets, and the transition rules provided. Additionally, EEI 
member companies have accumulated over $1 billion of minimum tax 
credit carry-forwards under the current alternative minimum tax 
system. Consequently, the transition rules for utilizing these 
credits are of extreme importance to EEI. 


Ongoing implications of tax reform that will affect the 
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determination of a utility's effective tax rate includes the 
change in the statutory tax rate and the numerous permanent and 
temporary differences between the USA and Flat Taxes and the 
present corporate income tax. Although the deferred tax 
liability account may be decreased by the transition to the new 
system as a result of the change in statutory rates, it is 
expected to be increased on an ongoing basis as a result of 
allowing the current deduction of capital expenditures. 

REGULATORY ISSUES 

Some regulatory issues are raised by fundamental tax reform. 
The regulatory treatment of the reduction or elimination of 
deferred tax liabilities is an issue of concern. Its 
incorporation into the rate-making process could result in a 
temporary (but potentially significant) reduction in the cash 
flow of the regulated utility- Such a change could be 
detrimental to the electric utility industry. A one-time refund 
would be unfair to a majority of customers. 

The need to normalize future investment in depreciable 
property also must be addressed. Under the Flat Tax and the USA 
Tax, capital expenditures are deductible immediately. Failure to 
normalize the tax benefits of expensing plant and equipment would 
produce undesirable fluctuations in rates as well as compromising 
tax reform's intended incentive for investment. 

Introduction of a consumption-based tax system like the NRST 
or the USA Business Tax may cause a one-time increase in the 
price level because employee compensation and benefits are not 
business deductions. By contrast, the Flat Tax, because it taxes 
wages at the household rather than the business level, is less 
likely to cause an increase in the price level. The potential 
inflationary effect of the USA Tax and the NRST are of particular 
concern to regulated industries, such as the electric utility 
industry. Regulated industries generally cannot rapidly adjust 
their prices to reflect the impact of inflation on costs. 
Consequently, a burst of inflation may depress income, reduce the 
value of shareholder equity, and make it more difficult for 
utilities to finance investment. To avoid this result, 
regulators would need to allow rates to increase commensurately 
with the overall price level in the economy. 

EQUAL TAXATION FOR SIMILAR TRANSACTIONS 

As compared to investor-owned utilities, cooperative and 
government-owned utilities generally are not subject to entity 
level taxation and, in many cases, have access to tax exempt 
financing. We believe that it is imperative that all of the 
fundamental tax reform proposals create a level playing field and 
subject all providers of electricity to the same level of 
taxation in the evolving, competitive electricity market. Of the 
principal types of fundamental tax reform proposals discussed 
above, the USA Tax would do the least to level the playing field. 
Government -owned electric utilities would retain their tax-exempt 
status because the provision of public utility services is 
considered an essential government function under the USA Tax. 
Cooperative utilities would be subject to the business tax; 
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however, cooperative electric companies would be allowed to treat 
patronage dividends as a refund of a portion of the amount paid 
by the patron for services. Under the USA Tax, income from tax 
exempt bonds would continue to be exempt from taxation although 
the value of the exemption would likely be reduced because of the 
deduction for net additions to savings. We believe that Congress 
should use fundamental tax reform to help establish a level 
playing field in the evolving, competitive electric industry. 

Under the Flat Tax, government entities and organizations 
exempt from tax in present law would continue to be exempt from 
the Flat Tax on businesses. However, government entities and tax 
exempt organizations would be subject to a separate tax, at the 
Flat Tax rate, on "excludable" compensation. Unlike present law, 
government-owned and mutual and cooperative utilities would not 
be entirely free of tax at the entity level. The Flat Tax would 
treat taxable and tax exempt bonds identically, and thus at least 
one aspect of the playing field would be leveled. 

The NRST would subject the sales of all electricity, 
regardless of the type of ownership, to the same level of 
taxation. Thus, from a federal tax perspective, investor-owned, 
government -owned and cooperative utilities would compete on a 
level playing field. This does not mean that the 
shareholder-owned electric utility necessarily favors the NRST 
over other fundamental tax reform proposals. Rather, we believe 
that all of the major proposals can be structured in a way which 
accomplishes, in the long-term, the all important goal of taxing 
all electricity at the same rate regardless of who produces and 
sells the electricity. 


CONCLUSION 

We applaud this Committee's efforts to take a long overdue 
look at the current federal income taxation system. Although we 
believe that a new system can be designed that accomplishes the 
national objectives of encouraging savings and investment and 
raising revenue in a far simpler and economically-productive 
manner, any such system will create significant transitional 
issues. With respect to the electric utility industry, 
fundamental tax reform also provides an opportunity to level the 
playing field and produce equal tax results for all participants 
in the evolving, competitive electricity market. In addition, 
tax reform should consider the impact of rate regulation. 

We would be pleased to provide this Committee with more 
information about our industry's views on fundamental tax reform 
and its impact on the shareholder-owned electric utility industry 
as the process moves forward and as the specifics of various 
proposals become more clearly defined. We thank you for the 
opportunity to participate in this process. 
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Chairman Archer. Thank you, Mr. McMahon. 

My apologies. I wish I could apologize to the previous panel, but 
this is a three-ring circus here on Capitol Hill right now, and one 
person has a lot of difficulty being in three different rings at the 
same time. Actually, it is four rings now, counting these hearings. 

So I apologize for that. But we are delighted to have your testi- 
mony today, and our next witness is Peter Merrill. If you would 
identify yourself for the record, you may proceed. 

Mr. Merrill. I am accompanying Mr. McMahon today and do 
not have a separate testimony. 

Chairman Archer. All right. So you will associate yourself with 
his remarks? 

Mr. Merrill. One hundred percent. [Laughter.] 

Chairman Archer. Our next witness is Dawn Erlandson. If you 
will identify yourself for the record you may proceed. 

STATEMENT OF DAWN ERLANDSON, EXECUTIVE DIRECTOR, 
AMERICANS FOR A SUSTAINABLE ECONOMY 

Ms. Erlandson. Certainly. Good afternoon, Chairman Archer, 
and Representatives English and Ensign. 

I am Dawn Erlandson, executive director of Americans for a Sus- 
tainable Economy. 

We work on better integrating economic, social, and environ- 
mental goals, particularly in the area of tax policy. 

I would like to thank you today for allowing us to testify. 

We offer three basic principles, which any tax reform proposal 
should embody, beyond ease of compliance and enforceability. 

The first principle is equity, meaning that any new tax system 
should, as a minimum, retain the progressivity of the current per- 
sonal and corporate income tax system. 

We believe this is particularly important, given the regressivity 
of the Federal payroll tax, and many of our State tax systems. 

Second, the tax system should promote job creation and rising 
real incomes for ordinary families, as well as foster overall eco- 
nomic vitality. 

Third, the tax system should encourage protection of the environ- 
ment and wise use of natural resources. 

As we examine the four tax options before the Committee, and 
their effects on industrial sectors, one potentially positive element 
stands out for us. 

To the extent that all of these options eliminate preferential 
treatment of and subsidies for the extraction of natural resources, 
they would provide an important environmental benefit missing 
from the current tax system. 

Nonetheless, the environmental advantages of eliminating this 
special treatment may be more than offset by the advantages to 
capital intensive industries, such as mining, that these new alter- 
native systems would create. 

The question of whether savings and investment will increase in 
response to lower tax rates is an open one. 

The evidence from the United States economy in both the sixties 
and the eighties does not demonstrate that high effective tax rates 
on investment income inhibited investment or decreased national 
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savings, nor does it suggest that investment incentives increased 
total investment. 

The switch, then, to consumption taxes shifts the burden from 
capital to labor, regardless of whether that shift creates additional 
investment. 

If the shift encourages investment, there may be some growth 
advantages to offset negative distributional burdens, provided the 
investment in physical capital caused by the tax cut to capital is 
not offset by a reduction in investment in human capital from the 
labor tax increase. 

As a result, these tax systems would favor capital-intensive in- 
vestment over labor- and knowledge-intensive investment. 

This will move the United States economy in the wrong direction, 
back toward earlier industrial age, based primarily on high levels 
of investment in physical capital, and inefficient use of energy and 
natural resources, rather than pushing forward into the informa- 
tion age, and beyond, in which investment in human capital is the 
key to economic success. 

Instead, we must position the United States to compete in the 
global economy for high-growth, knowledge-intensive industries 
that are energy efficient and clean, while creating more energy- 
efficient and less polluting production in our traditional industry 
sectors. 

If the tax changes discussed today, despite evidence to the con- 
trary, do stimulate increased capital investment, then we may see 
more pollution and greater energy consumption due to increased 
growth. 

It is true that new physical capital investment is usually more 
energy efficient and less polluting than the physical capital that it 
replaces. But in order to ensure the environmental benefits are re- 
alized, this burst of new investment needs to occur in an atmos- 
phere of strong environmental standards. 

Without a climate of strong environmental protection, and with 
declining or flat natural resource prices, the overall impact on the 
environment is apt to be negative. 

Each of these four basic tax systems shifts taxes to those whose 
earnings are from labor and away from those whose earnings are 
from capital. 

While this shift raises substantial equity questions, it also raises 
the issue of directing capital investments that move the country 
economically and environmentally in the wrong direction. 

In our economy, only one-quarter of our capital stock is physical 
capital. The other three-quarters of our capital stock is human cap- 
ital. Wages reflect a return to human capital investment in edu- 
cation and training. 

Studies show that a skilled labor force has more influence in a 
manufacturer’s investment decision to locate in one country or an- 
other than the tax rates on capital; therefore, a tax structure that 
encourages physical capital over human capital investments does 
not address the potential of three-quarters of our capital stock nor 
does it encourage expansion of high-growth, energy-efficient and 
clean industry sectors, or strengthening of our traditional industry 
sectors that are both reliant on highly skilled labor. 
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Simply put, these four tax proposals do not achieve the goal of 
a high-wage, clean, and energy-efficient economy that will take the 
United States into the next century. 

We recommend that in addition to these proposed reforms, that 
the Committee examine an alternative, which is not part of the 
hearing today. 

Such a proposal would lessen the tax burden on human capital 
rather than increasing it. Instead, it would increase the tax burden 
on consumption of natural capital which these proposals do not. 

Under this reform, the United States would encourage what is 
abundant, human know-how and labor, and would discourage what 
is scarce, consumption of natural resources. 

Such a reform would be better for equity, long-term economic vi- 
tality, and the environment. 

Thank you for the opportunity to testify. 

[The prepared statement follows:] 
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Good morning. Chairman Archer and Members of the Committee, my name is Dawn 
Erlandson. I am the Executive Director of Americans for a Sustainable Economy. Thank 
you for allowing us the opportunity to submit our views. We work to better integrate 
economic, social and envirormtental goals, particularly through tax policy. 

We believe the Committee’s interest in major tax reform is timely. We offer three basic 
principles which any tax reform proposal should embody, beyond ease of compliance and 
enforceability. The first principle is equity, meaning that any new tax system should as a 
minimum retain the progressivity of the current personal and corporate income lax 
system. This is particularly important given the regresivity of the federal payroll lax and 
most Slate tax systems. Secondly, the tax system should promote job creation and rising 
real incomes for ordinary families as well as foster overall economic vitality. And 
thirdly, the tax system should encourage protection of the environment and wise use of 
natural resources. 

As we examine the tax options before the Committee, a flat tax. a national sales tax, a 
value-added tax, and an income tax with an unlimited savings component and their 
effects on industrial sectors, one potentially positive element stands out. To the extent 
that all of these options eliminate preferential treatment of and subsidies for the extraction 
of natural resources, they would provide an important environmental benefit missing 
from the current lax system. Natural resource extraction has consistently received special 
treatment not afforded to other industrial sectors. Nonetheless, the environmental 
advantages of eliminating this special treatment may be more than offset by the 
advantages to capital-intensive industries, such as mining, that these new alternative 
systems would create. 

The question of whether savings and investment will increase in response to lower lax 
rates is an open one. The evidence from the US economy in both the 1 960s and the 
1 980s does not demonstrate that high effective lax rates on investment income inhibited 
investment or decreased national savings, nor does it suggest that investment incentives 
increased total investment (though they may affect where investment dollars go). The 
switch to consumption taxes shifts the burden from capital to labor regardless of whether 
that shift creates additional investment. If the shift encourages investment, there may be 
some growth advantages to offset negative distributional burdens™ provided the 
investment in physical capital caused by a tax cut to capital is not offset by the reduction 
in investment in human capital from the labor tax increase. 

As a result, these tax systems would favor capital-intensive industries, such as mining and 
basic materials production, over labor- and knowledge-intensive manufacturing, such as 
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software and pharmaceuticals. This will move the U.S. economy in the wrong direction, 
back towards an earlier industrial age based primarily on high levels of investment in 
physical capital and inefficient use of energy and natural resources, rather than pushing 
forward into the information age tind beyond, in which investment in human capital is the 
key to economic success. Instead we must position the LIS to compete in the global 
economy for high-growth, knowledge-intensive industries that are energy-efficient and 
clean., while creating more energy-efficient and less polluting production in traditional 
industry sectors. 

If the tax changes discussed today, despite evidence to the contrary, do stimulate 
increased capital investment then we will have more pollution and greater energy 
consumption due to increased growth. It is true that new physical capital investment is 
usually more energy-efficient and less polluting than the physical capital it replaces. But 
in order to ensure that the environmental benefits are realized this burst of new 
investment needs to occur in an atmosphere of strong environmental standards. Without 
a strong climate of environmental protection and with declining or flat natural resource 
prices the overall impact on the environment is apt to be negative. And the recent 
emergence of incentives offered by some electric utilities to consumers for increased 
consumption of electricity. 

Each of the four tax systems we are looking at today shifts taxes to those whose earnings 
are from labor and away from those whose earnings are from capital. While this shift 
raises substantial equity questions that should be addressed in another hearing, it also 
raises the issue of directing capital investments that move the country economically and 
environmentally in the wrong direction. 

In our economy, only one quarter of our capital stock is physical capital. The other three 
quarters of our capital stock is human capital. Wages reflect a return to the human eapital 
investment in education and training. Studies show that a skilled labor force has more 
influence in a manufacturer’s investment decision to locate in one country or another than 
the tax rates on capital; therefore, a tax structure that encourages physical capital over 
human capital investments does not address the potential of three quarters of our capital 
stock nor does it encourage expansion of high-growth, energy-efficient and clean industry 
sectors or strengthening of our traditional industry sectors that are both increasingly 
reliant on highly skilled labor. 

Simply put, these four tax proposals before the Committee today do not aehieve the goal 
of a high-wage, clean, and energy-efficient economy that will take the United States into 
the next century. We recommend that in addition to these proposed reforms that the 
Committee examine an alternative tax proposal not part of the hearing today. Such a 
proposal would lessen the tax burden on human capital rather than increasing it. Instead, 
it would increase the tax burden on consumption of natural capital (e.g. fossil energy and 
minerals), which these proposals do not. Under this reform, the United States would 
encourage what is abundant, human know-how and labor, and would discourage what is 
scarce, consumption of natural resources. Such a reform would be better for equity, long- 
term economic vitality, and the environment. 

Thank you, again, for the opportunity to share our views. 
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Chairman Archer. Thank you, Ms. Erlandson. 

Our next witness is Brent Blackwelder, and if you would identify 
yourself for the record, you may proceed. 

STATEMENT OF BRENT BLACKWELDER, PRESIDENT, FRIENDS 

OF THE EARTH 

Mr. Blackwelder. Yes. I am Brent Blackwelder, president of 
Friends of the Earth, United States. We are part of Friends of the 
Earth International with member groups in 54 countries. Some of 
our affiliates are very interested in tax reform and Tax Code 
changes. 

I have four basic points to make in summarizing my statement. 

One is we think that there are three conditions under which any 
tax shift, or tax reform, ought to be judged. One is, Is it improving 
the quality of life and standard of living? 

Second, Is it creating more and better jobs? 

Third, Is it producing a clean environment for our children, and 
our children’s children? 

The present Tax Code — my second point— is not friendly toward 
these conditions. In particular, the Tax Code seems to reward 
short-term exploitation, and in a report which we did and submit- 
ted to the Committee last year called Dirty Little Secrets, we item- 
ized 15 tax breaks, not for business as a whole, but for certain 
businesses, which cause extensive environmental damage, or create 
large amounts of pollution. 

And we suggested these tax breaks ought to be eliminated so as 
to have a more level playingfield for innovation, and alternative ap- 
proaches to the energy sources on which we would run our econ- 
omy. 

So we do need to make some changes in the Tax Code and we 
are supporting an option and an alternative. 

So my third point is that instead of the proposals pending before 
us for this hearing, consumption tax, a value-added tax, a flat tax, 
which tend to treat consumption uniformly, we need a different ap- 
proach to consumption, which I would call an ecological tax shift. 

Not all forms of consumption are the same. Certain forms of con- 
sumption cause extensive pollution or problems for other people. 
They have unintended side consequences or they involve lots of 
externalities. 

We have an opportunity with an ecological tax shift to put more 
of the burden on these and really send a price to consumers that 
reflects those burdens and costs, the pollution and health con- 
sequences. 

If we did the ecological tax shift, we could substantially improve 
the functioning of our economy and our society and meet these 
three conditions I laid out; improve the quality of life, create more 
jobs, and create a cleaner environment. 

So the final point is that this idea of an ecological tax shift is 
not an extreme or far-out proposal. Rather, it is one which we find 
support for in the President’s Council on Sustainable Development 
report. 
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We find it also occurring in Europe, where Sweden already en- 
acted, 5 years ago, an ecological tax shift, reducing income tax, but 
putting more tax burden on carbon and on sulfur dioxide. Other 
countries in Europe have embraced this, including the German 
Ministry of the Economy. 

And so we see, now, the possibility, if the United States could 
take the leadership, for revising our Tax Code in a way that would 
meet these conditions, and is different in approach from the pend- 
ing proposals, flat tax, consumption tax, and others. 

So this is the kind of approach which we have outlined in our 
testimony, and we would urge the Committee to consider. 

[The prepared statement and attachments follow:] 
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Introduction 

Mr Chairman and Members of the Committee, Friends of the Earth is a global 
environmental advocacy organization with organizations in 54 countries. On behalf of Friends of 
the Earth, I thank you for the opportunity to testify before you today Through hearings like this 
we hope that the critical link between tax policies and the environment will be acknowledged and 
respected Friends of the Earth urges you and this Committee to recognize that tax policy has 
profound impacts on environmental quality 

To begin, my comments focus on the effects a consumption tax will have on 
environmental quality, because most discussions and proposals have focused on a shift from an 
income-based tax to a consumption-based tax in the form of a flat tax A discussion on how 
ecological tax reform will better serve the public's interest will follow 

Friends of the Earth supports tax reform that ensures progress toward three compatible 
and critical goals 

i an increase in the standard of living for American families, 

ii more, better paying jobs, and 

iii cleaner air and water for our children and our children's children. 

For the sake of our environmental and economic well-being, we believe that any tax reform 
proposal must be measured against its ability to meet these three goals Moving toward these 
three goals together will move us toward a truly Sustain^le America.' 

Unfortunately, the flat tax, which has garnered so much public attention, the national sales 
tax and the value added tax proposals would all fail when measured against this three-pronged 


'See the attached pages from Sustainable America A New Consensus for Prosperity- 
O pportunity. and a Healthy Envirotunenl. 
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criteria Friends of the Earth believes that these proposals will not ensure environmental 
sustainability, will not improve standards of living, and will not create better jobs. 

Borrowing from Future Generations 

Persuasive evidence exists that today’s lifestyles are dependent upon borrowing from 
future generations. The threat encompasses more than the federal government’s level of debt 
For example, the United States ranks last among industrialized nations in the fraction of Gross 
Domestic Product (GDP) devoted to investment and savings Economists say our saving rate is 
so low that it risks a strong economic future for our children Similarly, our current behavior is 
contributing to a mounting environmental debt that will compromise the future. For example, the 
U S ranks first among industrial nations in emitting pollution that contributes to global warming. 
Scientists tell us that our present C02 pollution rate threatens the fundamental health of the global 
environment.^ Present generations are unfairly borrowing from future generations ' economic 
and environmental well being. 

How do these facts relate to tax reform'^ They are critical to tax reform because the single 
largest influence on the health of the environment is the federal government’s budget and how the 
government collects revenue to fund the budget All too often the Tax Code and government 
spending subsidize activities that harm the environment In fact, the Tax Code is often in direct 
conflict with our environmental laws’ laudable goals. In effect, we take one step toward cleaning 
up our nation’s air and water by passing strong environmental laws, and then we take two steps 
back by subsidizing industries and behaviors that pollute This is why Friends of the Earth focuses 
on tax policy and government appropriations 

Criteria to Evaluate A Tax Shift 

Friends of the Earth suggests that any proposal to make fundamental changes to the Tax 
Code should be evaluated based on the goals listed above. Let me elaborate. 

First, tax reform should increase the standard of living for American families The 
standard of living of most Americans has stagnated during the past two decades. Traditionally, 
three general ways have been used to measure standard of living, earning power, purchasing 
power and individual worker productivity The U.S. has lost its lead in the first and is losing its 
lead in the other two. Unfortunately, these measures give only a crude indication of how well each 
.nation lives. There are severe problems with measuring a nation’s well-being by productivity 
alone When one considers exactly how each nation spends its Gross Domestic Product, the 
weakening of the U.S position in the world becomes even more apparent GDP contains 
contradictory goods and services. For example, it includes the production of cancer-causing 
pollutants as well as cancer-curing medicines. The lax Code should not treat all production 
equally. Production that increases the standard of living of American families should be favored 
over those that decrease it. 

Second, tax reform should create more, better paying jobs Worker’s wages have been 
falling. Median family income fell in every year from 1989 to 1993. Under the present Tax Code 
that treats all production uniformly, worker wages continue to fall despite the fact that GDP and 
corporate profits continue to rise ' 


^On average, 19 5 metric tons of C02 are emitted per person in the United Slates each year. 
This compares with 7.3 metric tons for Europe and the 1 .7 metric tons scientists predict necessary 
to hold global warming in check With less that one-twentieth of the world’s population, we 
manage to use more than one-third of its annual energy production 

^See the attached graphs from the U S Bureau of Labor Statistics that contrast the fall of 
production worker wages and the fall in manufacturing jobs with the rise in GDP Note also the 
data from the Organization for Economic Cooperation and Development that graphs the increase 
in corporate profits in the corresponding time period. 
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Big government is a popular scapegoat for the erosion of income levels. Representative 
Armey asserts that people are working harder and getting less because government is taking a 
bigger bite out of their paycheck But, in reality, it is pre-tax pay that has decreased According 
to the Congressional Budget Office, the effective federal tax rate on the middle class is stable or 
declining. iVe beheve that the way to create more and better Jobs requires looking beyond how 
much we tax to what we tax. Tax reform that stops subsidizing pollution and encourages work by 
decreasing the tax rate on labor and shifting the tax onto pollution would improve family wages. 

Finally, we must improve upon our environmental performance, and tax reform should 
give us cleaner air and water for our children and our children’s children. The Tax Code 
should encourage economic development in ways that protect our shared natural wealth Clearly, 
the economic growth we promote must not create irreparable environmental harm A shift in the 
Tax Code needs to halt the current and deep subsidy to sectors of the economy that degrade the 
environment. A new Tea Code should discourage dependence on fossil fuels and polluting 
industries. 

A fundamental and well-understood flaw of market-based economies is their failure to 
reflect the true costs of many products, services and activities A large portion of “true cost” 
includes adverse impacts on the environment and on public health Without higher prices to serve 
as “red flags,” warning consumers of these hidden costs, environmental quality will continue to 
grow worse The Tax Code is perhaps the most evident way to introduce red warning flags to 
guide buying decisions away from environmentally destructive and towards environmentally 
benign goods and services. 

Friends of the Earth believes that any plan to reform the Tax Code should be evaluated 
based on how well it meets these three important goals. Although our comments are not directed 
to any specific tax reform proposal, we believe it is clear that all the consumption-based tax plans 
that treat all consumption uniformly fail to meet these goals We urge this Committee to adopt 
these criteria as their own and to thoroughly explore whether specific proposals would accomplish 
each of these goals 

When evaluating tax reform, we understand it is also necessary to keep in sight additional 
policy issues These issues might include fairness, deficit reduction, budgetary requirements, 
simplicity and other policy reforms We believe Tax Code reform that promotes the three goals 
cited above could be crafted to meet these needs as well 

An Evaluation of the Uniform Consumption-Based Tax Proposals 

Friends of the Earth believes that the current proposals for a flat tax, a value-added tax 
and a national retail sales tax are all variations of a lax on consumption Each effectively exempts 
investment or capital income from the lax base To ensure that we are clear, the Chairman’s 
consumption tax plan. Representative Army’s flat tax proposal and Senator Domenici’s U S A 
tax are all versions of a consumption tax * Therefore, our comments will focus on how a 
consumption tax, as defined broadly by these proposals, would impact the environment 

Would any of the consumption taxes proposed advance the three goals'’ 

No All of these proposals treat ail forms of consumption uniformly, consumption patterns 
that pollute the air and water, deplete non-renewable resources and threaten public health are on 
par, in these proposals, with those that conserve resources, promote new, green technologies, 
reduce or recycle wastes and otherwise protect our natural hentage With that environmental 
blind eye, none of these plans will help to create an environmentally sustainable economy or raise 
the standard of living of American families In fact, they allow the present downward spiral to 
continue, effectively ensuring lower worker wages and environmental destruction None of the 


Congressman Gephardt’s tax reform proposal is not included in this list because it is calls for a 
flat income-based tax However, like the consumption tax proposals. Representative Gephardt’s 
would continue to subsidize environmental damage and the dirty industries of the past 
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consumption tax proposals would make significant strides to increase the standard of living of 
American families All fail io restructure the economy for the next century 

Because all investment is treated as though it has the same social value, investments into 
more efficient, cleaner technologies is not encouraged Some might view a flat tax as benefitting 
the environment, if it eliminated all the tax breaks in the present Tax Code that reward investment 
into environmentally destructive activities.^ On one level, that would, in fact, be an improvement. 
However, a flat lax still misses important opportunities to improve Americans ' quality of life, 
because it leaves unchanged the existing anti-sustainability bias in the Tax Code. 

A flat tax would also fail to encourage the type of investments needed to prepare society 
for the future For example, under a flat tax, the purchase of an automobile and money spent on 
education would be treated equally Both are consumption. Studies consistently show that 
quality of life is cniically linked to education level, but no signal exists to remind the consumer 
that to invest in education maybe more desirable for the individual, the economy and society. 

Some policy makers argue that increased saving and investment alone will relieve stagnant 
wages, and a consumption tax would encourage saving and investment However, we find 
conflicting economic statistics on this point For example, in the early 19805 historically low 
taxes on savings were accompanied by historically low savings rates. We believe that more is 
needed than increased savings rates to improve economic well-being 

Again, the consumption tax proposals before us today treat all forms of production 
uniformly whether or not they harm the environment Therefore, under these proposals, unfair 
and unwise destruction to the environment will still be encouraged Unfair subsidies for 
unsustainable fossil fuel usage, for polluting industries, and for activities that dirty our air and 
water will continue This means that the oil wasted through leaks, spills and inefficiency that 
studies show is equivalent 1,000 Exxon Valdez oil spills per year will continue to be subsidized 
Unwise subsidies for the development of the dirty industries of the past would continue, and an 
opportunity to encourage the cleaner industries of the future will he missed 

Without a visionary level of Tax Reform, industries will continue to invest in technologies 
that produce waste and pollution. The Tax Code will continue to be at odds with environmental 
laws, leaving command and control regulations as the only line of defense for the environment and 
public health. While a handful of market signals have been created to warn industry that certain 
polluting and depleting activities entail heavy societal costs, our Tax Code, for the most part, 
continues to foster rather than stem the types of behavior that our environmental regulatory 
programs struggle to control. Ihe consumption tax proposals before this Committee today do 
not correct that fundamental fla^ in the existing system and therefore, fail to secure a cleaner 
and healthier environment for our children and our children ‘s children. 

An Ecological Tat Shift Satisfies the Three Criteria 

In contrast to the proposals before you, a sustainable and ecological tax shift would be 
simple, fair, efficient and environmentally sound Ecological Tax Reform, a form of a 
consumption tax, would raise the revenue necessary to fund government operations while 
working to accomplish crucial societal goals. In a nutshell, ecological tax reform (ETR) shifts 
taxes off employment to stimulate job growth and onto pollution to correct market failure. ETR 
can tackle three problems at once while raising the same amount of revenue as under the present 
Tax Code ETR can create better jobs, encourage wiser use of our natural resources and foster 
economic efficiency. This means a higher standard of living for American families. 

A fundamental tenet of a system like ours is that product demand is frequently based on 
price As a product’s price increases, demand for that product generally decreases Capitalizing 
on that rule, ETR taxes products that harm the health of society, so that the price for products 


The attached Friends of the Earth report entitled, Dirtv Little Secrets , exposes fifteen tax 
breaks that subsidize wealthy corporations’ environmentally destructive activities 
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that are good for society are comparatively cheaper. In effect, ETR removes the subsidies 
prevalent in the current Tax Code that foster unwise consumer decisions by using prices as a red 
flag to warn consumers that a particular product is harmful. 

Ecological tax reform would create more, better paying jobs because the Tax Code would 
stop subsidizing waste and start encouraging work. As mentioned earlier, these days we often 
hear complaints about the economy’s performance. Workers’ wages are stagnant. There are jobs, 
but they do not pay well. Often households with two workers are not doing as well as those in 
the past with only one wage earner American workers are frustrated One part of this problem is 
that the present Tax Code taxes labor, and by making labor more expensive, discourages what is 
beneficial to society, the availability of good paying jobs 

We believe that a tax shift should favor investment in human capital By reducing the tax 
burden on labor, ETR would encourage more labor which, in turn, will create more better paying 
jobs Reducing the tax burden is also important as we head into the next century and the era of an 
information based economy The developing economy will be more service oriented and therefore 
human labor intensive It is in our interest to adapt to and encourage this economic change. 

The Tax Code is often used to encourage activities allegedly in the public’s interest For 
example, long ago the government chose to provide favorable tax treatment to investments 
associated with resource extraction By giving corporations that undertake these activities a tax 
break, the government intended to encourage more mining or oil exploration The subsidies, 
however, have long outlived their societal benefit, and we believe it is time for Congress to 
recognize that an economy well prepared for the next century will not be based on polluting 
industries of the past Therefore, these activities of the past should no longer receive favorable 
tax treatment A 2 1st century tax shift should favor an investment in human capital, education 
and technical job training, not activities that use up or destroy limited natural resources. 

This Committee should be aware that many other nations appear to be embracing an 
ecological type of tax reform In fact, it appears that acceptance of an ecological lax shift might 
reach beyond political affiliation. In the United Kingdom, for example, both the Labour Party and 
the Conservative Party have recognized the merit in shifting taxes off labor and onto waste In 
addition, Switzerland, Denmark and Sweden are introducing pollution taxes as part of their 
overall tax restructuring 

For the United States to implement a flat consumption lax that is blind to environmental 
impacts risks our economic and environmental health and surely will be recorded as a policy folly 
of monumental proportions 

Conclusion 

The primary flaw of the consumption tax proposals before you is that they continue the 
unwise economic policies of the past These tax plans would continue to prop up the 
environmentally destructive industrial sectors that do not offer the jobs of the future In the 
duration, the new business sectors that do offer the jobs of the future compete at a distinct 
disadvantage with the firmly established industries still receiving tax breaks By failing to tax 
environmentally damaging activities at a higher rate than desirable ones, all of these tax shift plans 
miss an important and unique opportunity to create an environmentally sustainable economy or 
improve our standard of living 

An ecological tax shift, another form of a consumption tax. would encourage wiser 
savings and inve.stment, foster an environmentally sustainable economy and raise the standard of 
living of American families. 

In closing, we urge this Committee to accept as your own the following criteria to 
evaluate any proposal for tax reform 

• an increase in the standard of living for American families 

• more, better paying yobs^ and 

• cleaner air and water for our children and our children’s children. 

Again, thank for the opportunity to testify today We look forward to working with you 
on these important issues 



US: PRODUCTION WORKERS WAGES FALL US; EMPLOYMENT IN MANUFACTURING US; CORPORATE PROFITS RISE 
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Definition 

and 

Vision Statement 

< 

DEFINITION OF SUSTAINABFE DEVELOPMENT 

. . to meet the needs of the present without 
compromising the ability of future generations to meet 
their own needs. " 

— The World Commission on Environment and Development 
(The Brundtiand Commission), Our Common Future 
(Oxford: Oxford University Press, 1987), p. 43 

VISION STATEMENT 

Our vision is of a life-sustaining Earth. We are 
committed to the achievement of a dignified, peaceful, 
and equitable existence. A sustainable United States 
will have a growing economy that provides equitable 
opportunities for satisfying livelihoods and a safe, 
healthy, high quality of life for current and future 
generations. Our nation will protect its environment, 
its natural resource base, and the functions and 
viability of natural systems on which all life depends. 


— The President’s Council on Sustainable Development 
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We Believe Statement 


There are certain beliefs that we as Council members share that 
underlie all of our agreements. We believe: 


I To achieve our vision of sustainable development, some things must 
grow — jobs, productivity, wages, capital and savings, profits, 
information, knowledge, and education — and others — pollution, waste, 
and poverty — must not. 

Change is inevitable and necessary for the sake of future generations 
and for ourselves. We can choose a course for change that will lead to 
the mutually reinforcing goals of economic growth, environmental 
protection, and social equity. 

Steady progress in reducing disparities in education, opportunity, and 
environmental risk within society is essential to economic growth, 
environmental health, and social Justice. 

< The United States made great progress in protecting the environment 
“T in the last 25 years, and must continue to make progress in the next 
25 years. We can achieve that goal because market incentives and the 
power of consumers can lead to significant improvements in 
environmental performance at less cost. 


Economic growth based on technological innovation, improved 
w ' efficiency, and expanding global markets is essential for progress 
toward greater prosperity, equity, and environmental quality. 


D 


Environmental regulations have improved and must continue to 


improve the lives of all Americans. Basic standards of performance that 
are clear, fair, and consistently enforced remain necessary to protect that 
progress. The current regulatory system should be improved to 
deliver required results at lower costs. In addition, the system should pro- 
vide enhanced flexibility in return for superior environmental performance. 


7 Environmental progress will depend on individual, institutional, and 
corporate responsibility, commitment, and stewardship. 


1 


I 
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O We need a new collaborative decision process that leads to better 
O decisions; more rapid change; and more sensible use of human, 
natural, and financial resources in achieving our goals. 

9 The nation must strengthen its communities and enhance their role in . 

decisions about environment, equity, natural resources, and economic 
progress so that the individuals and institutions most immediately affected 
can join with others in the decision process. 


'[ r\ Economic growth, environmental protection, and social equity are 
i V / linked. We need to develop integrated policies to achieve these 
national goals. 


1 1 The United States should have policies and programs that contribute 
1 1 to stabilizing global human population; this objective is critical if we 
hope to have the resources needed to ensure a high quality of life for future 
generations. 

Even in the face of scientific uncertainty, society should take 
— reasonable actions to avert risks where the potential harm to human 
health or the environment is thought to be serious or irreparable. 


I T Steady advances in science and technology are essential to help 
improve economic efficiency, protect and restore natural systems, 
and modify consumption patterns. 



A growing economy and healthy environment are essential to 
national and global security. 


1 C A knowledgeable public, the free flow of information, and 
i ■-) opportunities for review and redress are critically important to open, 
equitable, and effective decisionmaking. 


I Citizens must have access to high-quality and lifelong formal and 
i vJ nonformal education that enables them to understand the 
interdependence of economic prosperity, environmental quality, and social 
equity — and prepares them to take actions that support all three. 


f 

i 

I 
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Difty Little Secrets 




Polluters save 
while people pay: 
exposing IS of 
the tax eoae’s 
most unfair 
tax breaks 


by Friends of the Earth 

with support from Citizens for Tax Justice, Natural 
Resources Defense Council, Progressive Policy 
Institute, U.S. Public Interest Research Group, 
and The Wilderness Society 

April 1995 
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Overview 

This report is dedicated to the millions of Americans who diligently pay their taxes and 
hope the government will spend them wisely. No one enjoys paying taxes. But Americans 
have a right to expect that taxes are spread equitably, that the same rules apply to everyone, 
and that everyone has to pay for the services tax dollars provide. 

Close inspection, however, reveals that some taxpayers are paying less than their fair 
share. Through powerful lobbying, polluters have carved out special treatment in the tax 
code. What they do is not illegal, but it is unfair. It is also a disaster for the environment 
and human health. 

In Washington, politicians are clamoring for a balanced budget and "an end to welfare as 
we know it." The face of welfare has been that of the poor, but Secretary of Labor Robert 
Reich has offered another face: that of rich corporations. He has challenged Washington to 
"ask Corporate America to get off welfare and play by the rules as well." 

Friends of the Earth has accepted the challenge. In January, we published The Green 
Scissors Report with other environmental and taxpayer groups. The report called for the 
elimination of 34 federal programs that harm the environment and cost the taxpayers $33 
billion. Dirty Little Secrets addresses the other side of government spending - tax 
expenditures. 

"Tax expenditures" are a form of government spending. They are special exclusions, 
deductions, credits and other tax breaks that result in lost government revenue. Many of 
these tax breaks serve worthwhile public purposes, but the breaks cited in this report 
undermine the public good. Not only is the government subsidizing environmental 
degradation, but average citizens must make up for the lost revenue by paying higher taxes or 
suffering under the burden of increased national debt In effect, they function as a reverse 
Robin Hood, taking from average working people and giving to rich, polluting businesses. 

Every year, these polluting tax subsidies cost taxpayers close to $4.5 billion each year. 
What could the government do with $4.5 billion a year? If these subsidies were eliminated, 
the resulting revenue would equal all federal income taxes paid by close to 13 million low- 
income taxpayers, about 1 in 9 taxpayers. The revenue gained from cutting these subsidies 
could also roughly offset all federal income taxes paid by the citizens of Kansas. Or 
Oklahoma. Or Iowa. Or New Mexico and West Virginia. Or Arkansas and Montana. 

Too long the domain of corporate lobbyists and tax lawyers, tax policy must be made 
more equitable and reclaimed by the people. 


Close Up Polluter Loopholes 

This report calls for the elimination of tax subsidies that: 

* conilict directly with federal health and environmental policies. It makes no sense to 
subsidize pollution that the federal govemment and the private sector spend billions of 
dollars a year to clean up. 
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* subsidize practices that harm the environment and human health. For example, the 
federal government currently taxes the production of most chemicals that destroy the 
stratospheric ozone layer like chloroflourocarbons (CFCs) and halons. However, two 
types of ozone-depleting chemicals are slipping through. Methyl bromide and HCFCs are 
not taxed despite international agreements and EPA action to eliminate them. These 
chemicals contribute to an increase in the sun’s harmful rays that can cause skin cancer 
and threaten the health of sensitive ecosystems such as coral reefs. 

* favor declining, polluting industries over growing, clean industries. These tax 
subsidies hurt competition. They lock-in dinosaur technologies, such as coal-fired 
electricity, and make it harder for new, cleaner, more efficient technologies such as solar 
or wind energy, to take hold and compete. Also, subsidizing the logging and extraction 
of virgin minerals makes recycling and pollution prevention less competitive. 

* distort market decisions about investments. Tax subsidies undercut the normal market 
pressures for firms to become more efficient They weaken America’s overall economic 
prospects by placing every unsubsidized sector and firm at a disadvantage. Tax subsidies 
substitute political micromanagement for normal market forces that govern the allocation 
of capital. They encourage more rapid depletion of our scarce natural resources. 

* exacerbate the federal budget deficit. These tax breaks drain the treasury of revenue 
year after year. They operate like entitlements, unchecked with no spending limits. 

* benefit the few at the expense of the many. To pay for these tax loopholes, the rest of 
us, both individual and corporate taxpayers, have to pay higher taxes. Furthermore, the 
beneficiaries of these special tax favors are rarely low- and middle-income working 
people but usually wealthy investors. 


The Tax Code Plays Favorites 

The industries most responsible for polluting our environment and depleting our natural 
resources are the beneficiaries of special tax treatment. In stark contrast, tax benefits are rare 
for clean industries, or even for better practices within polluting industries. Studies have 
found that extractive and polluting industries such as coal mining, petroleum and natural gas, 
and hardrock mining industries have lower effective tax rates than other industries. The 
effective tax rate is the tax rate on actual profits. 

Incredibly, this coddling of polluters in the tax structure exists alongside a comprehensive 
set of federal laws that seek to maintain clean air, water, and soil and preserve species of 
plants and animals. It appears that one hand of government does not loiow, or has chosen to 
ignore, what the other hand is doing. 

This report is not comprehensive.’ More research would almost certainly find additional 


For reasons of brevity and uncertainty, a number of issues are not addressed in tfiis report One major example is the case 
of ethanol. Great controiwrsy surrounds the overall environmental impact of elhanof on the environment In fact, Friends of the 
Earth is party to a lawsuit that would require the Treasury Deparbnent to issue an EnvironmantaJ Impact Statement relating to the 
extension of ethanot tax breaks to ET6E, on ethanof derivativs. In the meantime, this report does not target the generous tax 
subsidies for the production of ethanol. In addition, this report does not address several environmentaify damaging tax braaks 
that broadly beneHt many Americans; lor example the treatment of employer -provided parking benefits as tax-free fringe benefits. 
These provisions need reform, but as part of a larger dialogue tfiat assures equity and fairness. This report also does not 
address Ihe failure of certain industries to Krily pay for their use of government services. Examples include lees on the use o! our 
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provisions that are unfair and hurt the environment. That said, simply eliminating these 
subsidies would be a major step toward greater tax equity and improved environmental 
protection. 

The industries that benefit from special tax breaks for polluting activities are: 

* Chemicals - Polluters can write off almost all the costs of cleaning up hazardous 
substances, including lawyers fees. Companies that spill oil and dump toxic wastes 
receive this tax subsidy even when the actions are intentional or the result of gross 
negligence. 

* Mining - The industry enjoys outright tax subsidies for mining toxic substances such as 
lead, mercury, and asbestos. These subsidies can exceed the value of the owner’s 
investment in the mine. 

* Oil & Gas - The oil and gas industry enjoys the best targeted tax treatment available to 
any industry. For example, investors can write off "passive" losses from oil and gas 
investments but not from investments in other industries. 

* Agribusiness - The tax code provides tax breaks to huge, chemical-intensive agriculture 
without helping small farmers nor promoting sustainable agricultural practices. 

* Timber - Special tax benefits for the industry drive up profits but do nothing to promote 
sustainable forestry. For example, special rales permit timber companies to deduct capital 
costs immediately while other businesses cannot deduct such costs. 

Polluter Welfare: "Get out of the wagon and help pull" 

At a time when there are no guarantees of government support for the poor, the young, or 
the infirm, one might ask whether there should be guarantees of government support for 
businesses, particularly those that degrade our natural environment and threaten our health. 

While federal appropriations provide plenty of "pork" for polluters, at least these 
expenditures are subject to annual review. Typically, they cost millions of dollars. Polluter 
"pork" in the tax code, on the other hand, is not subject to annual review. Once a tax 
loophole is in law, it is more likely to become embedded in the tax code than repealed, thus 
costing hundreds of millions and even billions of dollars. 

In the debate over welfare for the poor, some have made distinctions between the 
"deserving" and the "undeserving." If there are to be government handouts to business, it is 
clear that established businesses that pollute the environment do not belong in the category of 
"deserving." 

It is time to end these extensive tax breaks that have produced a culture of dependency. 
Generations of businesses have grown up dependent upon the public dole rather than upon 
their own initiative. It is time these businesses took responsibility for their success. Senator 
Phil Gramm has said during the welfare reform debate that it’s rime to ask able-bodied men 


highways by heavy trucks and the use of the nation's inland waterway system by commercial barges. Rr\ally. current tax regimes 
that could be made more environmentally effective are not included, such as Supertund taxes and the tax on gas guzzling 
automobiles. 
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and women who are riding in the welfare wagon to get out of the wagon and help the rest of 
us pull. We believe this sentiment applies to polluters, too. 


Throwing Stones 

Defenders of these tax breaks will make any number of arguments to defend their special 
favors. They will say: 

This tax relief is needed to maintain the viability of "strategic industries" that are essential to 
American national security. 

The oil industry justifies its tax breaks this way. Unfortunately, America is reliant on 
foreign sources of oii to meet roughly half of its current appetite for oil. Given the limited 
oil reserves in the United States and the pattern of increasing consumption, to believe that we 
will ever again be self-sufficient is to believe in fairy tales. If reducing American dependence 
on foreign oil is the true goal, it is more prudent to curb demand, through higher fuel 
efficiency and fewer miles traveled by car, than to increase supply. 

Repealing these tax breaks will cost jobs. 

Many of the industries receiving tax breaks are actually very poor job-producers. They 
are relatively capital-intensive and produce fewer jobs per dollar of investment than other 
unsubsidized industries. For example, oil and gas extraction produces 7.02 jobs per million 
dollars invested, coal mining produces 12.88 jobs, and other mining produces 13.51 jobs. By 
comparison, health services produce 23.15 jobs per million spent, construction produces 20.97 
jobs, and transportation and communications produce 16.37 jobs. 

Our business is uniquely risky, and so these tax breaks are needed to attract investment. 

Investing in oii and gas exploration is risky; however, tax policy should not promote 
pollution over stewardship. In reality, the major effect of these special industry entitlements 
is to divert capital to politically well-connected businesses at the expense of their less 
politically influendal competitors. For example, staff size of the American Petroleum 
Institute, the big oil trade association, is about 470 people while the staff size of the Solar 
Energy Industries Association is 30 persons. 

There are tax breaks that help the environment, too. 

Targeted tax breaks to assist clean, infant technologies to gain a foothold and grow bear 
some merit. They are transition assistance, not permanent subsidies. In addition, they may 
be necessary to meet the goals of national environmental legislation as well as international 
environmental commitments. Removing the subsidies for the polluting competition is 
important as well and lessens the need for "clean" tax subsidies. Clean technologies, unlike 
the dirty ones they replace, provide environmental and technology benefits that flow to the 
public and not the firms that receive the tax break. Studies show that previous tax breaks for 
renewable energy, for example, were necessary for the development of renewable energy 
technologies that now arc quickly becoming competitive with coal-fired electrical generation. 

Eliminating these tax breaks is tantamount to raising taxes. 


Tax subsidy reforms are not tax increases. As Senator Bill Bradley noted, "spending is 
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spending whether it comes in the form of a government check, or in the form of a special 
exception from the tax rates that apply to everyone else. Tax spending does not, as some 
pretend, simply allow people to keep more of what they have earned. It gives them a special 
exception from the rules that oblige everyone to share in the responsibility of our 
[government]". Nothing is free, including a tax break. Someone has to pay for it. 


The Challenge Ahead 

In 1996, the federal government will spend approximately $450 billion through special 
tax breaks. In comparison, total collected revenues amount to about $1.3 trillion. This means 
that for every dollar the federal government collects, it gives back about 35 cents through 
loopholes and special tax breaks. This report does not suggest that all of these tax breaks 
should be revoked. We do believe, however, that in their zeal to cut the federal budget, the 
Administration and Congress - especially members of the powerful House and Senate tax 
committees - have not adequately examined the Internal Revenue Code. 

Tax policy is a rarefied, obscure realm. Much of tax policy is very eomplicated, not to 
mention boring. Yet it is too potent to be ignored. Seemingly trivial provisions or phrases 
can mean billions of dollars in revenues. Over the years, tax bills have been a playground for 
powerful special interests. Over the last few decades, a $13 billion industry of tax lawyers 
and accountants has emerged to promote and exploit the loopholes and inequities of the tax 
code as well as enforce the law, according to the Tax Foundation. 

With aU these forces conspiring to protect polluters, cutting polluter subsidies out of the 
tax code will be a daunting challenge indeed. The hope lies with the American people. Only 
if citizens become savvy and speak out about how our tax system contributes to planetary 
degradation will we wrest control of the tax code from the lobbyists, tax lawyers, and 
dependent businesses. 

We cannot release this report without putting it in context of what is happening on 
Capitol Hill. The House of Representatives completed its Contract with America by passing 
the "crown jewel," a massive tax cut. If enacted into law, the House Republican tax plan 
would undo many of the tax reforms passed in 1986. These reforms eliminated tax shelters 
while bringing down tax rates. The House Republican bill would bring back the days of 
massive tax shelters and no-tax corporations. The bill calls for large cuts in capital gains 
taxes, elimination of the corporate Alternative Minimum Tax, and accelerated write offs for 
investment in capital equipment. These changes, by and large, would particularly benefit 
resource and capital intensive industries such as oil and gas and timber. 
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Gold Diggers: Percentage Depletion Allowance 

PROPOSAL: Eliminate the percentage depletion allowance for mining operations. This 
would save $2.8 billion over five years according to the Congressional Joint Committee on 
Taxation. 

BACKGROUND: The percentage depletion allowance, first codified early in this century, is 
based on the idea that as minerals are extracted, the mine is worth less. The percentage 
depletion allowance permits mining companies to deduct a certain percentage from their gross 
income to reflect the mine’s reduced value over time. However, instead of allowing 
deductions that reflect the actual loss of value, the percentage depletion allowance allows 
mining companies to deduct a fixed percentage of gross income. The percentages range from 
22 percent dlowance to a 5 percent allowance, depending on the mineral. For example, clay, 
sand and gravel receive 10 percent while uranium, sulphur, and lead get 22 percent. This 
fixed deduction often bears no resemblance to the actual lost value or to the amount of 
investment. In fact, the money that mining companies recoup through this tax subsidy 
generally exceeds the total investment in the property. In other words, the public provides 
more investment than the owner. 

TAXPAYER ARGUMENT: The billions of dollars the percentage depletion allowance costs 
directly benefits the mining industry and burdens taxpayers and the environment. Average 
taxpayers must pay taxes on things such as college fellowships and telephone ownership to 
pay for tax breaks to bolster the profits of mining interests. Such a large subsidy also distorts 
the market for minerals and other extracted resources, providing financial incentives for 
mining and drilling regardless of the real economic value of the resource. The result is 
overinvestment and poor allocation of resources. 

ENVIRONMENTAL ARGUMENT: The percentage depletion allowance makes a mockery 
of the notion of conservation. The subsidy encourages wanton mining regardless of the true 
economic value of the resource. The result is more tailings piles, scarred earth, toxic 
byproducts, and disturbed habitats. 

Ironically, the more toxic the mineral, the greater the percentage depletion allowance 
subsidy is. Mercury, zinc, uranium, cadmium and asbestos are among die minerals that 
receive the highest percentage depletion allowance while less toxic substances have lower 
rates. 

In many instances, this tax break creates absurd contradictions in government policy. For 
instance, federal public health and environmental agencies are struggling to come to grips 
with a vast children’s health crisis caused by lead poisoning. Nearly nine percent of U.S. 
preschoolers, 1.7 million, have lead poisoning. Federal agencies spend nearly two hundred 
million taxpayer dollars each year to prevent lead poisoning, test young children, and research 
solutions. At the same time, the percentage depletion allowance subsidizes the mining of lead 
with a 22 percent depletion allowance. 
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Money for Mining: Expensing Exploration & Development 

PROPOSAL: Eliminate expensing, or immediate write off, for mining exploration and 
development costs and special capital gains treatment for coal and iron ore. This proposal 
would save about $675 million over five years according to the Congressional Joint 
Committee on Taxation and Office of Management and Budget 

BACKGROUND; Section 617 of the Internal Revenue Code (IRC) allows certain costs 
associated with the exploration and development of mineral resources to be deducted in the 
year the costs arc incurred, rather than over the productive life of the mine. Under normal 
tax rules that apply to other businesses, such "capital" costs are investments in property like 
buildings or mines that last more than one year and are written off over time as the property 
wears out, or is depleted in the case of a mine. Immediate deduction, or expensing, allows 
companies to write off costs of machinery and equipment faster than they actually wear out. 
The result is that tax bills early in the life of the property, or mine, are lower and 
consequently save the mining company money. 

Exploration and development costs include site location, determination of quality and 
amount of mineral resource, and construction of shafts and tunnels. Covered minerals include 
coal, uranium, and hard rock minerals such as lead, gold, copper, and asbestos. Congress 
enacted immediate write off of mine development costs in 1951 and exploration costs in 
1966. In 1982, such expensing for corporations was limited to 85 percent of costs. 

The other tax break for for mining companies is Section 63 1 of the IRC which treats the 
sale of coal and iron ore as a capital gain. Capital gains are profits reflecting increased 
values of stocks, bonds, investment real estate, and other "capital," or lasting assets. Under 
normal tax rules, the sale of coal and iron ore should be treated as ordinary income (e.g. 
wages, interest), not capital gains income. It is preferable to have one’s income ffeated as 
capital gains rather than ordinary income because the tax rate on capital gains is lower than 
the tax rate on ordinary income for weU-to-do taxpayers. This special capital gains treatment 
for coal was granted in 1951. 

TAXPAYER ARGUMENT: When combined with other tax subsidies, effective tax rates in 
the mineral industry are reduced to rates below those of other industries. These tax breaks 
stimulate increased investment in mining at the expense of other business investments. At the 
same time, the taxpayer underwrites the risk of exploration rather than the mining company. 

It is patently unfair to burden average working Americans with higher taxes in order to cut 
tax bills for mining companies. 

ENVIRONMENTAL ARGUMENT: A scarred landscape and polluted water attest to the 
environmental degradation caused by mining. Over the past 25 years, coal mining has 
disturbed almost 2 million acres of land, only half of which has been reclaimed to minimum 
environmental standards. The legacy of hardrock mining has littered 32 states with more than 
557,650 abandoned sites. The exploitation of the land caused by mining activities has altered 
the topography of sites to the extent that they will never be able to be restored to their 
previous condidons and uses. Strip mining has resulted in landslides, which have scarred 
more than 3,000 miles of land. Mining related aedvides have introduced dangerous levels of 
lead, mercury, iron, and sediment to our water supplies. If there are to be tax breaks for 
materials, they should be for recycled materials, not extracdon of scarce, raw materials. 
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Play Now, Pay Later: Reclamation Deduction 

PROPOSAL; Require that mining companies establish a separate trust fund that is 
adequately funded and escrowed in order for mine reclamation and closing costs to be 
deducted immediately. Otherwise, repeal the special mles that allow costs for reclamation to 
be deducted before they have actually been paid. This provision costs the treasury $200 
million over five years. 

BACKGROUND: Section 486 of the Internal Revenue Code permits reclamation and 
closing costs to be deducted immediately when mining begins even though the eventual 
closing of the mine and reclamation of the mine site will not occur for some time. Without 
this special provision, general tax rules would require the companies to wait until the mine 
site is closed, restored, and the costs associated with these activities are paid before the 
companies can deduct these costs. 

This provision was adopted as pan of the Deficit Reduction Act of 1984. The stated 
intent of the provision was to encourage reclamation, but there is no requirement that actual 
payment into a reclamation and mine closing trust fund actually occur in order to get the tax 
break, nor even that the reclamation and closing actually occur. Reclamation of coal mining 
sites is required by the Surface Mining Control and Reclamation Act (SMCRA) of 1977, but 
is not well enforced. There is no similar reclamation requirement for hardrock mineral sites. 

TAXPAYER ARGUMENT: The tax treatment of closing and reclamadon costs is flawed 
for several reasons. The law does not require that a separate trust fund be set up or that 
funds actually be available when it is time to close and reclaim (clean up) the mine. This 
exposes funds for mine closing and reclamation to the risk of default as well as claims by 
creditors in the case of bankruptcy of the mining operator. Simply put, there is no guarantee 
that there will be money available for clean up or mine closing. In the end, taxpayers may 
well get stuck paying for closing and reclamation of the mines even though the mining 
company had already claimed a deduction for mine closing and reclamation. 

ENVIRONMENTAL ARGUMENT: The tax code delegates to local authorities the power 
to control the nature of the reclamation or closing activity, but enforcement has been lax. 
Since 1977, there have been more than 6,000 coal mines closed but not reclaimed. There are 
more than 550,000 abandoned hardrock mines. A current deduction without a requirement for 
a separate trust fund raises the possibility of non-compliance and a deduction for activities 
that are never performed. Until proper standards exist regarding environmental impacts of 
mining, no tax subsidy should be available to the industry. According to the U.S. Bureau of 
Mines, 12,000 miles of rivers have been polluted by mining activities and waste. In 
California, wastes from one closed mine delivers an average daily dose of 4,800 pounds of 
iron, 1,466 pounds of zinc, 423 pounds of copper, and 10 pounds of cadmium into the 
Keswick Reservoir on the Sacramento River, which serves as the source of drinking water for 
Redding. 
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Pumping the Tax Code: Percentage Depletion Allowance 

PROPOSAL: Eliminate the percentage depletion allowance for independent oil and gas 
companies. This will save about $2 billion over 5 years according to the Congressional Joint 
Committee on Taxation. 

BACKGROUND: Independent oil companies — those oil companies that are not 
substantially involved in retailing or refining activities — can use a special "percentage 
depletion" method to write off oil and gas investments. The percentage depletion allowance 
allows these oil and gas companies to deduct a flat 15 percent of their gross income, or sales 
revenue, to reflect the declining value of the wells as they are drained. This flat deduction 
bears little resemblance to the actual loss in value over time and the independent oil and gas 
companies often end up deducting more than the value of the investment. 

Percentage depletion allowances were established by Congress early in this century. In 
recent years. Congress has gradually pared back the subsidy. Nonetheless, the percentage 
depletion allowance is still an enormous benefit which serves little purpose other than 
subsidizing production from certain oil and gas companies. 

The 15 percent deduction actually gets bigger for some smaller "marginal production" oil 
companies. According to current tax law, if the price of oil drops below $20 per barrel, the 
company can increase its deduction — one percent for every dollar less than $20 per barrel. 

TAXPAYER ARGUMENT: The percentage depletion allowance amounts to a simple 
production subsidy for the oil and gas industry. The special subsidy benefits certain oil and 
gas producers to the disadvantage of competitors. The deduction can amount to 100 percent 
of an operation’s net income. In other words, for some companies all profits may be due to 
government tax subsidies. 

The percentage depletion allowance distorts the market by attracting investment that 
could be used more productively elsewhere in the economy. Because the percentage 
depletion applies only to independent producers, the subsidy encourages the draining of scarce 
domestic energy resources. In combination with other subsidies for the oil and gas industry, 
the percentage depletion allowance subsidy often exceeds 100 percent of the actual value of 
the energy produced. 

The general effect of this subsidy is to promote oil production and energy waste rather 
than efficiency or conservation. Increased profits for polluters are not the best use of 
taxpayers’ money, especially when the tax breaks encourage overproduction of scarce 
resources at the expense of clean alternatives. 

Tax law has been very generous to the oil and gas industry. It has propped up the 
indusuy in the face of stiff competition from cheap, imported oil. 

ENVIRONMENTAL ARGUMENT: Oil and gas tax policy has focused on production 
while doing little to increase energy efficiency throughout the oU and gas system or 
conservation of petroleum in the transportation sector. The percentage depletion allowance 
not only drains the treasury but also taxes the environment. It encourages producers to 
prematurely tap marginally economic oil and gas fields, resulting in the exhaustion of energy 
reserves and the destruction of environmentally sensitive areas such as estuaries, bays, and 
wedands. In addition, the oil and gas industry enjoys special exemptions under our 
environmental laws including Superfund, the Clean Air and Clean Water Acts, the Safe 
Drinking Water Act, and the Emergency Planning and Community Right-To-Know Act 
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Bad to the Last Drop: Enhanced Oil Recovery 

PROPOSAL: Repeal the 15 percent credit for "enhanced oil recovery" and disallow 
expensing, or immediate write off, of so-called tertiary injectants until proper environmental 
regulations for the industry are adopted and the current waste and inefficiency in the oU and 
gas industry are dramatically curbed. These special tax breaks cost the treasury $500 million 
over 5 years according to the Congressional Joint Committee on Taxation. 

BACKGROUND: Section 43 of the Internal Revenue Code provides for a 15-percent income 
tax credit for the costs of recovering domestic oil by a qualified "cnhanced-oil-iecovery" 
method. Qualifying methods involve injecting fluids, gases, and other chemicals into the oil 
reservoir, and use heat to extract oil that is too viscous to be extracted by convention U 
techniques. Costs covered by the tax credit include the costs of equipment, labor, supplies, 
repairs, and injectants. The tax credit was adopted in 1990. 

In addition. Section 193 allows for expensing, or immediate write off, of so-called tertiary 
injectants used in enhanced oil recovery. According to standard tax principles, tertiary 
injectant expenditures should be written off over the income-producing life of the oil and gas 
property. Such "capital" costs are investments in property like buildings or oil wells that last 
more than one year and should be written off over time as the property wears out, or is 
depleted in the case of an oil well. Immediate deduction, or expensing, allows companies to 
write off costs of machinery and equipment faster than they actually wear out. The result is 
that tax bills early in the life of the property, or oil well, are lower and consequently save the 
oil company money. This provision became law in 1980. 

These provisions were adopted in order to reduce the costs of producing oil from 
abandoned reservoirs and to increase the domestic supply of oil. The combined effects of the 
enhanced oil recovery credit and immediate deduction of tertiary injectants result in a net 
subsidy due to a negative tax rate. 

TAXPAYER ARGUMENT: Oil production in the United States peaked in i970 and has 
been declining about 4 percent every year since then. Having depleted our most accessible 
oil reserves, the U.S. is increasingly a high marginal-cost producer. Reliant on foreign 
sources for about half of our country’s oil needs, it is unlikely that the U.S. can reverse the 
long-term slide in domestic production and growing dependence on imports, given current 
trends. Even if subsidies such as the enhanced oil recovery provision do manage to relieve 
short-term dependency by increasing domestic production, less oil will be available in the 
longer-term. All of this begs the question of why taxpayers should subsidize production at 
$30 per barrel when it costs only $18 to buy a bmel of oil on the global market. If and 
when the price of oil increases due to real or politically-induced scarcity, production from 
these wells will become economical without subsidy. 

ENVIRONMENTAL ARGUMENT: In genera], it is environmentally desirable to extract all 
the oil in a well to avoid waste and seepage. That said, much greater energy savings could 
be gained by eliminating current waste in the oil and gas industry. Today, the oil and gas 
industry tolerates a degree of energy waste and pollution that is hard to believe: an energy 
loss — through spills, emissions, evaporative loss, venting and flaring, waste generation, 
inefficient processing, pipeline and storage tank leaks - that is equivalent to 1,000 Exxon 
Valdez oil spills every year, according to Friends of the Earth’s Crude Awakening . 

Enhanc^ oil recovery methods themselves often are bad for the environment. They force 
oil and sometimes chemical injectants into surrounding surface and groundwater, which can 
lead to contamination of drinking water, soil, crops, and wetlands. Additionally, reliance on 
oil imports could be totally eliminated by energy efficiency improvements and aggressive 
conservation. This would negate the need for enhanced oil recovery in the near fature. 
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Drilling for Dollars; Intangible Drilling Costs 

PROPOSAL: Repeal the tax provisions permitting oil and gas producers to immediately 
deduct "intangible" drilling and development costs (IDCs). Instead, require IDCs to be 
deducted over time. This reform would raise approximately $2.5 billion over 5 years 
according to the Congressional Joint Committee on Taxation. 

BACKGROUND: Section 263 of the Internal Revenue Code permits integrated oil 
companies such as Exxon and Chevron to inunediately deduct 70 percent of intangible 
drilling costs (IDCs). IDCs are the costs of wages, fuel, repairs, hauling, supplies, and site 
preparation. The other 30 percent must be deducted over rive years. Under normal tax rules 
that apply to other businesses, such "capital" costs are investments in property like buildings 
or oil wells that last more than one year end should be written off over time as the property 
wears out, or oil is depleted. Imme^ate deduction, or expensing, allows companies to write 
off costs of machinery and equipment faster than they actually wear out, or the oil is 
depleted. The result is that tax bills early in the life of the investment are lower and 
consequently save the oil and gas company money. 

Smaller, independent oil and gas producers, who are not involved in retailing or refining 
activities, can immediately deduct all of their IDCs. In addition, independent producers enjoy 
special treatment of IDCs under the Alternative Minimum Tax (AMT). The AMT is an 
alternative tax system that was created to ensure that profitable businesses do not avoid 
taxadon because of extensive write-offs. However, in the case of independent oil and gas 
producers, the AMT is less effective because write-offs are permitted. 

IDCs typically account for 75-90 percent of the costs associated with developing an oil 
and gas well. When combined with other tax subsidies, the ability to deduct IDCs effectively 
reduces tax rates on oil and gas producers significantly below tax rates on other industries. 
Unlike the percentage depletion allowance, this tax break is largely claimed by corporate 
producers rather than smaller, independent producers. 

IDCs were first determined to be imm^ately deductible in 1916. Since then, various 
courts have tried to rule that IDCs should be deducted over time, but Congress and precedent 
have overturned the rulings. Congress justified the special treatment of IDCs in order to 
stimulate exploratory drilling, which could increase domestic oil reserves and enhance energy 
security. 

TAXPAYER ARGUMENT: According to the Congressional Joint Committee on Taxation, 
this special treatment of oil and gas expenses effectively lowers income taxes for oil and gas 
companies to zero, a huge benefit This tax break erodes fairness in the tax system. While 
wealthy oil companies save, other taxpayers, including middle class Americans, pay the bill 
for the subsidy. In addition, this tax break, along with others that promote exploitation of 
domestic reserves, unnecessarily charges taxpayers in order to "pump up" oil industry profits. 

ENVIRONMENTAL ARGUMENT: The oil and gas industry enjoys many special tax 
breaks, which creates perverse incentives for irresponsible treatment of scarce natural 
resources and environmentally sensitive areas such as wetlands, estuaries, and bays. 

The intended purpose of special tax treatment for IDCs is to encourage domestic oil and 
gas production in order to curb foreign oil imports. The environmentally sound way to 
reduce our reliance on foreign oil imports would be to reduce our demand for oil rather than 
increase our supply. Incentives for increased automobile fuel efficiency and greater use of 
mass transit and ridesharing are two key steps to lessen our demand for oil. 
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Lucky Loser: Passive Loss 

PROPOSAL: Eliminate the "passive loss" tax shelter for investors in oil and gas. This 
change would save $66S million over S years according to the Office of Management and 
Budget. 

BACKGROUND: The 1986 Tax Reform Act greatly limited the ability of taxpayers to use 
losses, deductions, and credits from so-called "passive" business investments to offset other 
income such as salary or portfolio income (e.g. interest, royalties, dividends, annuities, and 
gains from the sale of investment property). Prior to these changes, taxpayers with substantial 
sources of incottK from salaries or portfolio income could eliminate or sharply reduce tax 
liability by investing in tax shelters. One of the most infamous results of tax sheltering 
involved commercial real estate. Investors built office buildings for tax purposes even though 
there was no economic demand for the buildings. 

Today, investors have to "materially participate" in a trade or business in order to offset 
salary and portfolio income with passive losses. A taxpayer "materially participates" in an 
activity only if he or she is involved in the operations of the activity on a regular, continuous, 
and substantial basis. 

These rules, however, do not apply to oil and gas investments. Passive losses are still 
allowed to be used to offset other income in the case of investors who have a "working 
interest" in oil and gas. "Working interest" is defined by the existence of an unlimited and 
unprotected financial risk proportionate to the oil and gas investment and is a weaker test than 
"material participation." Congress decided that the financial risk associated with oil and gas 
investments outweighed the need to clamp down on tax sheltering. At the time, this boon to 
the oil and gas industry was intended to deviate the impact of worldwide competition and 
low prices. 

TAXPAYER ARGUMENT; This tax loophole makes oil and gas investments more 
attractive than other investment opportunities, thus diverting investment capital from more 
productive activities and distorting sound economic decisions. Oil and gas investors can be 
less cautious in their investments because losses actually have tax advantages. 

With plenty of cheaper oil available to consumers, it does not make sense to prop up 
expensive domestic production with costly subsidies and special treatment that benefit rich 
investors at the expense of average working Americans. 

ENVIRONMENTAL ARGUMENT: This oil and gas tax shelter attracts investors that 
might otherwise invest in cleaner, growing industries. In addition, the lax break encourages 
the overproduction of oil and gas, which has many attendant damaging envirorunental 
consequences affecting air, land, water, and soil quality. Streams and rivers have been fouled 
and beaches coated with oil. Waterfowl and other wildlife have died from spills at sea, and 
millions of birds have been killed onshore after diving into unnetted waste pits and ponds. 

Oil products seep through the ground in hundreds of communities across the country, 
threatening drinl^g water supplies and depressing property values. 

Oil and gas are polluting, non-renewable resources. Tax policy would do better to 
provide incentives to conserve oil and gas rather than .stimulate additional production. 
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Syn Sins: Nonconventional Fuel Production Credit 

PROPOSAL: Repeal the "nonconventional fuel" production credit, except for the capture of 
coalbed methane from active coal mining and landAUs and for clean biomaas technologies 
using agricultural waste and wood. This provision costs the treasury roughly $5.8 billion over 
5 years according to the Congressional Joint Committee on Taxation. 

BACKGROUND: Section 29 of the Internal Revenue Code provides for a production tax 
credit of $5.75 per barrel of oil-equivalent for certain types of liquid and gaseous fuels 
produced from alternative energy sources. These fuels include oil produced from shale or tar 
sands, synthetic fuels produced from coal, and gas produced from geopressurized brine, 
Devonian shale, tight formations, biomass, and methane from coalbeds. The credit applies to 
facilities "placed in service" between 1979 and 1993 and may be claimed through 2002. The 
credit is available for gas produced from biomass and synthetic fuels produced from coal or 
lignite until 2007 if the facility is placed in service by 1996. Although set to expire, the 
"placed-in-service" rule has bwn extended three times since first enacted. 

The credit was originally passed in 1980 as part of the Crude Oil Windfall Profit Tax 
Act Its purpose was to provide incentives to increase development of alternative domestic 
energy resources due to concern over oil import dependence and national security that 
resulted from the 1979-80 Iran-lraq war. 

TAXPAYER ARGUMENT: In theory, the credit was supposed to lower the costs of 
producing nonconventional substitutes for imported petroleum. Instead, the credit has 
distorted fuel markets without displacing imports. With oil prices low and costs of 
nonconventional fuel production high, the credit has proven ineffective. Total production of 
nonconventional fuels has not increased since the cre^t was enacted, according to the Joint 
Committee on Taxation. So, in effect, the credit has been a windfall for a few producers and 
a waste of taxpayers’ money. 

The credit has, however, favored the development of one domestic fuel over another. 

Due to the generosity of the credit, which at times has equaled the price of natural gas, as 
well as declining production costs, coalbed methane production has boomed. This increased 
production has occurred at the expense of conventional natural gas production. 

ENVIRONMENTAL ARGUMENT: A remnant of the $88 billion "synfuel" program under 
the Carter Administration, the Section 29 credit has had unintended environmental 
consequences. Unfortunately, coalbed methane developers in states such as Colorado, New 
Mexico, Wyoming, and Alabama have been overlaying a new grid of wells on top of older 
fields of abandoned oil and gas wells that have not been properly plugged. When new 
methane wells are drilled, the gas not only moves up the new wells but also can move into 
underground aquifers and escape through older oil and gas wells and even water wells. The 
result has been contaminated drinking water and irrigation systems, and even explosions. As 
a whole, the credit simply adds to the volume of tax-subsidized fossil fuels and the pollution 
that results from burning them. 

This report recommends retaining the credit for certain narrow applications. One is for 
coal beds that are emitting methane into the atmosphere. When coal beds are opened for 
mining, methane escapes. Methane is a powerful greenhouse gas that contributes to climate 
change. A "Section 29" well can trap the methane so that it does not escape into the 
atmosphere. For this narrow purpose, the credit is useful environmentally and should be 
retain^. A similar situation exists at landfills that emit methane as the rubbish decomposes. 
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Logging Loopholes: Special Tax Treatment of Timber 

PROPOSAL; Require sustainable forest management plans to be adopted before timber 
companies and investors can receive special treatment. Alternatively, repeal the timber 
industry’s ability to deduct its costs immediately. Instead, require the capitalization of multi- 
period timber growing costs. In addition, repe^ special capit^ gains treatment for timber 
sales. These provisions cost the treasury about $2.6 billion over five years according to the 
Congressional Joint Committee on Taxation. 

BACKGROUND: Timberland owners and the forest products industry enjoy special tax 
benefits, including capital gains treatment of timber income and expensing, or immediate 
write off, of capital costs. 

Timber income has been treated as capital gains since 1944 and thus has been taxed less 
than other kinds of income. Capital gains are profits reflecting increased values of stocks, 
bonds, investment real estate, and other "capital," or lasting assets. Under noimal tax rules, 
the sale of timber should be treated as ordinary income (e.g. wages, interest), not capital gains 
income. This provision benefits richer individual taxpayers who prefer to have income 
treated as capital gains rather than ordinary income because the tax rate on capital gains is 
lower than the ordinary income tax rate for well-to-do taxpayers. 

"Expensing" of costs to maintain a timber stand has been available since the early 1900s. 
These costs include silvicultural practices after seedling establishment, disease and pest 
control, fire protection, insurance, property taxes, and management. Under normal tax rules 
that apply to other businesses, such "capital" costs are investments in property like buildings 
or land that last more than one year and are be written off over time as the property wears 
out or timber is harvested. Immediate deduction, or expensing, allows companies to write off 
costs of machinery and equipment faster than they actually wear out, or before the timber is 
harvested. The result is that tax bills early in the life of the investment are lower and 
consequently save the timber company money. In 1986, President Reagan proposed 
eliminating the bulk of these special benefits, but the Congress rejected the idea. 

To receive either of these tax benefits does not require sustainable forestiy practices, 
including replanting a diversity of native species after harvest or allowing natural 
reforestation. A more sustainable approach would tie receipt of these tax breaks to adoption 
of a sustainable forestry management plan. At minimum tiiis plan should adhere to the 
standards of the National Forest Management Act (see 36 efr 219.19), which calls for the 
viability of all native tree types and native wildlife and limits clearcutting. Ideally, selective 
cutting should be adopted. 

TAXPAYER ARGUMENT; Unlike other businesses, timber producers are able to deduct 
costs before the product, in this case, timber, is sold. This gives timber producers an interest- 
free loan from the government and effectively reduces their tax rate on invesunerts to zero. 
When combined with capital gains treatment, timber receives a negative tax rate or a net 
benefit. This lowers the tax burden on timber in general. It distorts the market by diverting 
investment into timbering that might have otherwise gone to other businesses. In addition, 
the bulk of these tax benefits flow to corporations and wealthy investors. 

ENVIRONMENTAL ARGUMENT: Forests serve multiple purposes. They provide habitat 
for wildlife, medicines, recreational benefits for hikers, fishers, and hunters, as well as timber 
products. Unfortunately, the current tax breaks treat forests like farms rather than ecosystems, 
which must contain a (Uversity of plant and animal life to survive. In addition, these breaks 
make timber production more profitable for investors and forest products cheaper, which hurts 
recycling efforts. Better than tax incentives for timber production would be incentives that 
encouraged recycling, and environmentally friendly pulp and paper alternatives. 
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Loophole in the Sky: Tax Ozone-Killing Chemicais 

PROPOSAL; Include methyl bromide and HCFCs in the list of taxed ozone-depleting 
chemicals. This is consistent with earlier efforts to tax new chemicals and is worth $1.6 
billion over 5 years according to the Congressional Budget Office. 

BACKGROUND: In 1989, Congress enacted a tax on ozone-depleting chemicals to provide 
an economic incentive to reduce production and use of these destructive substances. Tlie tax 
complements international and domestic measures to reduce and phase out these chemicals. 

Ozone-depleting chemicals include chloroflourocarbons (CFCs), methyl chlorform, carbon 
tetrachloride, halons, methyl bromide, and HCFCs (CFC substitutes). These chemicals are 
found in various consumer products and used in agricultural and industrial processes. Release 
of these chemicals into the atmosphere causes damage to the stratospheric ozone layer which 
shields the Earth and its inhabitants from the sun’s damaging ultraviolet radiation. 

In 1985, scientists confirmed the existence of a "hole" in the ozone layer over Antarctica. 
Since its discovery, the ozone hole has grown to cover an area of approximately nine million 
square miles, roughly the size of the North American Continent. This ecological crisis 
spurred more than 120 countries to negotiate and approve the Montreal Protocol on 
Substances that Deplete the Ozone Layer in 1987. While the Protocol called for the phase- 
out of many ozone-depleting chemicals, some chemicals such as HCFCs and methyl bromide 
were not included in the original agreement. In 1992, however, parties to the Protocol 
amended the original agreement to include HCFCs and methyl bromide. The Protocol 
requires industrialized countries to cap methyl bromide production at 1991 levels and to phase 
out all HCFC production by 2030. Due to the delay in listing methyl bromide and HCFCs 
under the Montreal Protocol, however, these chemicals were not included when Congress 
passed the tax on ozone-depleting chemicals. Since then, however, political pressure on 
Congress has kept methyl bromide and HCFCs off the tax list 

TAXPAYER ARGUMENT: No policy rationale exists for the inconsistency of taxing some 
ozone-depleting chemicals while leaving others untaxed. This disparate treatment is simply 
the result of timing and politics. Methyl bromide is the only Clean Air Act Class 1 ozone- 
depleting chemical that is not taxed. While HCFCs are list^ as Class 11 chemicals, they are 
more potent than other chemicals that are already taxed (i.e, methyl chloroform). 

Taxing these chemicals makes good economic sense. The existing tax has very 
successfully accelerated the phase-out of harmful chemicals while at the same time spurred 
development of ozone-safe alternatives. Too often our tax code punishes desirable behaviors 
and businesses while rewarding ecological destruction. The tax on ozone-depleting chemicals 
does the right thing, and it works. 

ENVIRONMENTAL ARGUMENT: Methyl bromide and HCFCs are a direct threat to 
human health and ecosystem integrity. Their destructive impact on the stratospheric ozone 
layer has been conclusively established. Ozone layer destruction causes increased ultraviolet 
radiation which can lead to higher rates of skin cancer and eye diseases such as cataracts. 
Increased ultraviolet radiation also can suppress the immune system and weaken its response 
to a host of diseases. In addition, the radiation may decrease crop yields, stunt animal 
reproduction, and cause fast degradation of materials such as plastics, wood, and rubber. 

Methyl bromide is extremely noxious and is acutely toxic. It can cause fatal damage to 
the central nervous system and severe damage to the lungs, kidneys, eyes and skin. Workers 
that handle methyl bromide run the greatest risk of toxic exposure and injury. 

HCFCs serve as transition chemicals between the more damaging CFCs and safer 
alternatives. However, ozone-safe substitutes are available for nearly every use of HCFCs. 
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Cooking the Books: Cash Accounting 

PROPOSAL: Disallow the use of "cash accounting" method for agricultural businesses with 
gross sales of more than $1 million. This proposal would save about $1.3 billion over five 
years according to the Congressional Joint Committee on Taxation. 

BACKGROUND: The cash accounting method does not require a farmer to accurately 
match expenses to income when paying income taxes. The rules date back to the early part 
of this century when the IRS determined that many farmers were not sophisticated enough to 
use more complex bookkeeping procedures that are required for most businesses. Since 1919, 
however, farms have gotten much larger and most farms are run more like businesses. 

Today, large agricultural operations are able to take advantage of cash accounting under 
current law and they are able to significantly reduce their taxes by manipulating expenses, 
inventory, and income. 

Cash accounting is one of a number special tax breaks and loopholes that once lured 
nonfarmer investors into agricultural tax shelters and speculation. This speculation drove up 
land prices and caused havoc in the farm economy. According to a 1982 U.S. Department of 
Agriculture report entided The Effects of Tax Policy on American Agriculture, "the tax 
preference may overstimulate production and lead to lower product prices, or may cause the 
values of limited inputs, such as land, to be bid up." In general, these tax breaks, and the 
game-playing they invite make it difficult for smaller-scale farming to compete and survive. 

In the tax reform of 1986 and subsequendy, many of the worst tax shelters in agriculture 
were eliminated. However, some, like cash accounting, survived. Since cash accounting 
tends to benefit richer farmers it plays a role in the increased concentration of farmland 
ownership with high-income farmers and businesses. 

TAXPAYER ARGUMENT: The ability to defer taxes and immediately deduct costs creates 
an enormous tax benefit for large farm operations and invites inappropriate mismatching of 
income and expenses. The fact that farmers with up to $25 million in gross sales can use 
cash accounting methods means that many large farm operations benefit from a provision 
intended primarily for smaller, family farms. Agriculture Department studies show that the 
cash accounting makes farming more profitable to farmers in higher tax brackets while 
making it harder for farmers with low incomes to compete. According to the 1982 USDA 
study, "in a tax-favored industry such as farming, success depends not only on entrepreneurial 
skill and luck; it also depends on the successful management of the tax system and assets and 
liabilities. The rules of the game demand not only agricultural expertise but also tax expertise 
and a number of other skills." 

ENVIRONMENTAL ARGUMENT: Experts in a^culture policy argue that the 
mismatching of expenses and income actually subsidizes the purchase of agrichemicals such 
as fertilizers and pesticides. U.S. agriculture has become reliant on chemicals. Today, crop 
production systems in most areas of the country rely on at least one pesticide and often 
several to control weeds, insect pests, and plant disease. Added to the pesticides is a huge 
volume of synthetic fertilizers. In 1987, for example, U.S. farmers were applying some 10 
million metric tons of nitrogen to the land, with the vast majority of it synthetic. Pesticides, 
which by their very nature are poisons, have been dispersed widely throughout our food 
supply and environment. The EPA estimates that every year farmworkers suffer more than 
27,000 acute illnesses due to pesticide exposure. Pesticides and nitrates have become 
pervasive contaminants of water supplies, with EPA estimating that at least one of every ten 
public water wells in the country contains at least one pesticide. Millions of American 
children, whose diets are high in particular fhiits and vegetables, receive — by age 5 - up to 
35 percent of what is considered an entire lifetime’s "safe" dose of cancer-causing pesticides. 
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Pigs in a Poke: Dairy and Livestock Expensing 

PROPOSAL: Disallow immediate deduction for costs related to raising livestock and dairy. 
This would raise about $700 million over five years according to the Congressional Joint 
Committee on Taxation. 

BACKGROUND: Under current law livestock breeders and dairy producers enjoy special 
rules which provide favorable tax treatment for their business. V^en their livestock and 
cattle are sold, the profits are counted as capital gains income which is taxed at the rate of 28 
percent even if the taxpayer is in a higher tax bracket. However, the costs of purchasing, 
breeding, and raising the livestock are not treated as capital investments, but rather as 
ordinary expenses. This is the best of both worlds for livestock and dairy producers. Costs 
are deducted immediately and income is taxed at a relatively low capital gains rate rather than 
as regular income. This inconsistency is highly favorable for dairy livestock producers and 
has helped to make cattle and other livestock operations profitable tax shelter ventures. 

TAXPAYER ARGUMENT: Livestock producers gel a special deal in their business. They 
can immediately deduct the costs associatkl with raising the diary and breeding livestock. 

Yet when they sell, the income is treated as a capital gain and taxed at a 28 percent rate for 
high-income taxpayers instead of the higher rate at which it should be taxed. Other 
businesses must treat the income from sales of product as regular income. Most other 
farmers must treat their sales income as regular income. 

This tax break attracts farm investments into animal breeding that might otherwise be 
directed toward growing crops. It also serves to benefit livestock and dairy breeders at the 
expense of other taxpayers. 

ENVIRONMENTAL ARGUMENT: This tax break subsidizes agricultural activities, which 
are becoming increasingly controversial in their impact on environmental quality and rural 
communities. In many rural communities, industrial hog farming and large dairy operations 
are meeting growing resistance due to significant waste problems (they are smelly and cause 
water pollution) and because they lend to crowd out smaller scale, diversified farms. 

In addition, this tax break distorts farming and animal husbandry decisionmaking. The 
tax code requires that livestock be sold as breeding stock and not for slaughter in order to 
receive special tax treatment. Farming and husbandry decisions should be driven by the 
biology and resources, not tax policy. 
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Up in Smoke: Tax Exempt Bonds for Incinerators 

PROPOSAL: Subject tax-exempt bonds sold to finance incinerators (solid waste facilities 
that produce electric energy) to the private-activity bond annual volume cap. This would 
raise about $900 million over five years according to the Office of Management and Budget. 

BACKGROUND: Current law provides a tax exemption for interest income on state and 
local bonds used to finance construction of certain energy facilities. These bonds are 
classified as "private activity bonds," instead of government bonds, due to the fact that a 
substantial portion of their benefits is reaped by individuals or businesses rather than the 
genera] public. Most private-activity bonds, including hydroelectric facility bonds, are subject 
to certain limits set by each state. However, bonds issued for government-owned solid waste 
disposal facilities are not subject to these limits. 

In general, the 1986 Tax Reform Act repealed the tax-exempt status of most bonds used 
to finance projects with substantial private involvement due to the fact that they served as tax 
shelters for wealthy investors and oftentimes subsidized projects with little overriding public 
benefit, such as golf courses. Tax-exempt bonds for incinerators and a few other private- 
activity bonds escaped reform. 

TAXPAYER ARGUMENT: Tax-exempt bonds in general distort investment decisions. 
Because the interest from the bonds is tax free, wealthy investors buy them to shelter income 
rather than buying taxable corporate bonds or stocks. While tax-exempt bonds continue to 
help state and local government finance important public projects, construction of 
environmentally harmful projects for private profit do not merit such special tax treatment. 
Further, this kind of tax break violates the "polluter pays" principle. TTiose who create the 
solid waste should pay for its disposal rather than the taxpayer. 

ENVIRONMENTAL ARGUMENT: Although called "renewable" energy facilities by the 
1980 tax bill, incinerators as currently used are not environmentally friendly. They emit 
harmful levels of highly toxic substances into the air such as cadmium, lead, and dioxins. 

The EPA has not yet issued regulations regarding safe emission levels for incinerators. 
Providing tax benefits for construction of incinerators before incinerators have met 
environmental standards is ludicrous. 
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Cloaking Profits: Publicly-Traded Limited Partnerships 

PROPOSAL: Eliminate the corporate tax exemption provided for the development of natural 
resources through publicly traded limited partnerships. There is no estimate available for how 
much this reform would save. 

BACKGROUND: Certain "publicly traded limited partnerships” enjoy tax benefits not 
available to many other similar business entities. On the one hand, these partnerships enjoy 
the advantages of being treated like corporations in that investors can trade their interests in 
public markets and investors have limited financial liability. On the other hand, they do not 
pay corporate income tax, essentially skipping a level of taxation. In 1987, the Congress 
changed the law to treat publicly traded partnerships like corporations for tax purposes. 
However, major loopholes were left after the reform. Partnerships primarily involved in 
natural resource development were exempted. Thus, publicly traded partnerships involved in 
mining, geothermal energy, fertilizer, and timber enterprises can continue to avoid a 
corporate-level tax while retaining the advantages of being traded like a corporation. 

TAXPAYER ARGUMENT: This exemption means that certain businesses can avoid paying 
taxes that other similarly situated businesses must pay. Such subsidies distort the market and 
tend to attract artificially high levels of investment in business activities eligible for the 
publicly traded limited partnership exemption. According to a 1994 investigative report of 
the House Natural Resources Committee, this tax loophole can radically reduce tax revenues 
from companies. For instance, one timber company was reportedly able to reduce its tax 
liability from about 59 percent to about 3 percent In fact, some companies engaged in 
natural resource development have restructured as partnerships to avoid corporate-level tax. 

This tax break is nothing but a massive giveaway of taxpayer dollars to rich investors and 
the polluting businesses they support. 

ENVIRONMENTAL ARGUMENT: This tax loophole creates an unfair advantage for 
investment in the extraction and depletion of natural resources and provides yet one more 
encouragement for business enterprises to deplete the nation’s natural resources. The subsidy 
makes natural resource development cheaper and devalues the natural resource. A better 
system would let the market determine the rate and manner of extraction of a finite supply of 
resources. 
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Spoils of Spills: Pollution Deduction 

PROPOSAL: Disallow corporate income tax deductions for future costs associated with 
illegally released pollution. Cleanup of existing pollution or contamination should be 
exempted. No estimate is available for how much this proposal could save taxpayers. 

BACKGROUND; Under current law, polluters who cause environmental harm can fully 
deduct all the costs related to illegally released pollution including cleanup costs, legal costs, 
court settlements, even the cost of the polluting substance itself. Even gross violations of law 
can qualify for normal business deductions. For instance, when Exxon’s Valdez oil tanker 
spilled 1 1 million gallons of oil into Prince William Sound, nearly all the costs related to the 
disaster were deductible. This included all the costs of litigation, legal settlements, cleanup, 
studies, public relations, etc. Exxon settled a criminal case in court with the United States 
and the State of Alaska for about $1 billion. However, except for a paltry $25 million 
criminal fine, the entire settlement was tax deductible for Exxon. The value of this deduction 
is approximately one-third of the settlement, or $300 million. 

This situation arises because under tax law, a business may deduct nearly all the expenses 
incurred as a matter of conducting business. The law allows deduction of "ordinary and 
necessary" business expenses and the IRS has been very liberal in its interpretation of this 
clause. 

While the vast majority of business expenses arc deductible. Congress has disallowed a 
deduction for some egregious or ethically complicated activities. For instance, illegal bribes, 
kickbacks, and fines are not deductible. Damage payments for anti-trust violations are not 
deductible. Lobbying expenses and political campaign contributions are not deductible. 
Paying CEOs more than $1 million is not deductible to corporations. But the costs associated 
with breaking environmental laws, including punitive damages, are deductible. 

TAXPAYER ARGUMENT: Companies that deduct the costs of oil spills and chemical 
discharges avoid paying taxes and save money while damaging the earth. For many 
corporations, environmental disaster is just a cost of doing business. An average of about 
16,000 oil spills every year stretches the definition of "accident.” In reality, many polluters 
would rather take their chances with pollution, litigation, and cleanup than prevent the 
disasters in the first place. That’s not a calculus the taxpayers should subsidize. 

This perverse tax treatment of costs associated with illegally released pollution means that 
taxpayers finance a portion of these costs due to the polluter’s tax write offs. In addition, 
taxpayers usually have to pay to help the polluter clean up, as they did in the case of the 
Exxon Valdez oil spill. Finally, the citizens who live near the pollution site bear enormous 
costs associated with loss of a natural resource, whether it is clean water or clean air. 

ENVIRONMENTAL ARGUMENT: Eliminating the business deduction for illegally 
released pollution would reduce the incentive to cut comers or to knowingly risk dangerous 
accidents. Currently, the tax code allows costs such as cleanup for negligent oil spills, 
intentional dumping of toxic pollutants, and litigation on the illegal filling of wetlands to be 
immediately deducted. However, the costs to avoid these problems with investment in 
pollution prevention are not immediately deductible. For instance, an oil distributor whose 
pipeline bursts and spills oil into a river can immediately deduct the costs of repairing the 
pipeline and cleaning up the spill. However, if the company wanted to double-wall the 
pipeline or make other improvements to prevent leaks, those costs would likely have to be 
deducted over many years. In other words, deductions for failure are immediately deductible 
while the deductions for prevention must come over several years, which costs the taxpayer 
more money. Eliminating the deductibility of environmental harm due to gross negligence or 
Illegal pollution would begin to turn the balance of incentives in the right direction. 
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Chairman Archer. Thank you, Mr. Blackwelder. 

And thank you also for summarizing your testimony. Your entire 
written statement will be inserted in the record, without objection. 

Our last witness of this panel is Gary Rogliano. If you will iden- 
tify yourself for the record, you may proceed. 

STATEMENT OF GARY ROGLIANO, SENIOR VICE PRESIDENT, 

CONTROLLERSHIP AND TAXES, PITTSTON CO., STANFORD, 

CONNECTICUT; ON BEHALF OF COAL INDUSTRY TAX 

COMMITTEE 

Mr. Rogliano. My name is Gary Rogliano. I am a senior vice 
president for the Pittson Co. I am appearing on behalf of the Coal 
Industry Tax Committee, an ad hoc group of companies whose pri- 
mary product is coal. Its membership represents over one-fourth of 
the annual coal production in this country. We welcome the oppor- 
tunity to testify on tax reform from the perspective of the coal in- 
dustry and applaud the House Ways and Means Committee for 
analyzing impacts of tax reform on all sectors of the economy be- 
fore making changes to the tax system. 

I would like to give you a brief overview of the coal industry. 

The U.S. coal industry is essential to a reliable and low-cost sup- 
ply of electricity for America. Coal comprises one-third of the Na- 
tion’s primary energy and is a source generating over 55 percent 
of our Nation’s electricity. 

Coal is used in all 50 States and provides the Nation with abun- 
dant, clean, and affordable energy. At present rates of recovery and 
use, U.S. coal reserves will last more than 250 years. 

The industry directly employs over 100,000 workers and indi- 
rectly supports several hundred thousand more jobs in the United 
States. 

Coal produced in the United States is also exported to over 40 
countries, resulting in a positive contribution of over $3 billion an- 
nually to the United States balance of payments. 

I will discuss three tax issues today. The first issue is that sim- 
plification of the Tax Code should take into consideration the total 
tax burden on specific industries. 

The coal industry is among the most heavily taxed industries in 
the United States. Coal companies are burdened with a host of 
taxes specific to the industry. 

They have more industry taxes than any other sector of the econ- 
omy. In addition to Federal and State income taxes and payroll 
taxes, a typical coal operator also pays Federal black lung tax. Fed- 
eral abandoned mine land fees, and for many companies, a feder- 
ally mandated coal miner’s retiree health care tax. 

In addition, coal companies also pay Federal royalties on all coal 
mined on Federal land. State severance taxes, sales and use taxes, 
and substantial real and personal property taxes, which signifi- 
cantly support the communities in which these companies operate. 

By any objective standard, the coal industry is carrying a heavy 
tax burden. In fact the effective tax rate on the collective earnings 
of the Coal Industry Tax Committee members, using all taxes paid 
in 1995, was 66 percent. 

In other words, $2 of taxes are paid for every $1 of profits. Sim- 
plification of the Code should take into consideration the total tax 
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burden on specific industries. In the case of coal, it should consider 
all taxes paid. 

Second, the alternative minimum tax should be reformed. While 
the AMT was originally enacted as a parallel system, it has actu- 
ally become a permanent tax system for many coal companies, re- 
sulting in a higher effective tax rate. 

Finally, international competitiveness should be a consideration 
of tax reform. While the United States has the most productive coal 
miners in the world, the cost of the industry-specific taxes paid by 
the U.S. coal industry, and the high cost of compliance with U.S. 
regulations, generally cause the costs of coal to many markets to 
exceed those of our major foreign competitors. This cost disadvan- 
tage applies not only to exports, but also enables some countries to 
import coal into this country, which is ironic, because we have the 
largest reserve base of coal in the world. 

In summary, the Coal Industry Tax Committee would ask the 
House Ways and Means Committee to consider the following points 
as you contemplate tax reform. 

The Committee supports reform of the Tax Code if it results in 
simplification with greater tax equity. 

Industry specific taxes should be considered in tax reform. 

The AMT should be simplified, and international competitiveness 
should be one of the considerations during tax reform. 

I thank you for allowing me to testify on behalf of the Coal In- 
dustry Tax Committee. 

[The prepared statement and attachment follow:] 
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STATEMENT OF GARY ROGLIANO 
SENIOR VICE PRESIDENT 
CONTROLLERSHIP AND TAXES, PITTSTON CO. 
ON BEHALF OF COAL INDUSTRY TAX COMMITTEE 

Iniroduction 


Mister Chairman and Members of the Commillee. my name is Gary Rogliano. I am 
Senior Vice President, Comrollership and Taxes for ihe Pmston Company. 1 am appearing on 
behalf of the Coal Industry Tax Committee, an ad hoc group of companies whose primary 
product is coal. Member companies in the group include Peabody Holding Company. Inc , 
Zeigler Coal Holding Company, The Piitston Company, Drummond Coal Company. Ashland 
Coal, Inc., and AMVEST Corp The Committee has been in existence since 1984 and focuses 
exclusively on lax issues impacting the coal industry. Its membership represents over one-fourth 
of the coal production in the United States. 

The Coal Industry Tax Committee welcomes the opportunity to testify on the impact of 
tax reform on Ihe coal industry. The Committee applauds the House Ways and Means 
Committee for analyzing the impacts of tax reform on all sectors of the economy before making 
changes to the tax system. 

Extensive changes in the structure of (he U.S. corporate and individual income tax 
systems are currently being explored by this Committee Some changes in the tax code could 
substantially alter ihe tax liabilities of nian> industries and businesses For businesses facing 
increases, ihe higher taxes will translate into increased costs, which in lurn will result in higher 
product prices or lower profit levels Thus, lax reform may affect the competitiveness of one 
business or industry as compared to another. Some businesses will find it more difficult to 
compete in product markets and for capital needed lo expand and become more efficient, 1 would 
like to speak today specifically about the impact of tax reform on the coal industry. 

Th e Coal Industry 

The U S, coal industry is essential to a reliable and low cost supply of electricity for 
America. Coal comprises one-third of (he nation’s primary energy and is ihe source generating 
over 55 percent of our nation’s electricity. Coal is produced in 26 states but is used in all 50 
states and provides the nation with abundant, clean and affordable energy. Chan 1 depicts coal 
usage m the states represented on the House Ways and Means Committee. 

There are an estimated 285 billion tons of recoverable coal reserves in ihe United States 
encompassing 38 states. At preseni rates of recovery and use. U.S. coal reserves will last more 
than 250 years 

Mechanization, robotics, lasers and computers are common components of modern coal 
mine operations The end result of this mechanization is safer and more productive mines. 

The U S, coal industry directly employs over 100.000 workers and indirectly supports 
several hundred thousand more jobs in the U.S. Coal miners are among the highest paid and best 
trained workers in the United States. 

Coal produced in the United States is also exported to over 40 countries, resulting in a 
positive contribution of over $3 billion annually to the U.S balance of payments. 

The Coal Industry is One of ihe Most Heavily Taxed Industries in the U.S. 

The coal industry is among the most heavily taxed industries in the United States. 
According to Bureau of Mines data, coal is also heavily burdened with a multitude of 
comprehensive and expensive federal and state taxes as well as health, safety, and environmental 
regulatory costs far more than our principal international competition. 

Tlie coal industry is also burdened with a hosi of luxes specific to the industry and has 
more industry specific taxes than any other sector of the economy In addition to federal and 
stale income taxes and payroll taxes, a typical coal operator must also pay federal black lung tax. 
federal abandoned mine land fees, and for many companies a federally mandated coal miner's 
retiree healih care tax. In addition to all of these various taxes, the industry also pays federal 
royalties of up to 12 1/2 percent on all coal mined on federal land. Added to all these taxes, the 
industry also pays state severance taxes, sales and use taxes, and subsiantial property and personal 
property taxes. By any objective standard, the coal industry is already carrying a very heavy tax 
burden. In fact, the effective tax rate on the collective earnings of the member companies, using 
all taxes paid in 1995, was 188 percent. In other words, committee members collectively paid 
almosi twice as much in taxes as they earned in profits 
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By way of illustration. Chart H shows the collective tax burden of the Coal Industry Tax 
Committee as a percentage of the total cost of a ton of coal. As outlined in the chart, taxes and 
royalties represent 21 percent of the cost of a ton of coal, compared to salaries and benefits of 
our employees of 27 percent. Taxes represent an unusually high percentage of the costs of the 
coal industry 

Simplification of the tax code should take into consideration the total tax burden on 
industries; in the case of coal, it should consider all taxes paid, especially those federally imposed 
taxes such as black lung and abandoned mine land fees 

Discussion of the Alternative Minimum Tax 


Although the intent of the alternative minimum tax (AMT) was to ensure that all 
companies reporting profits pay some tax, the AMT actually does much more than that. The 
AMT adds to the complexity of the tax code by creating a parallel tax system that requires a 
totally different set of tax calculations in addiiion to those required for regular corporate income 
tax. 


The alternative minimum tax imposes a severe penalty on productivity investments in 
capital intensive industries The AMT has actually become the permanent tax system for many 
coal companies, resulting in a higher effective tax rate than many other industries pay under 
regular corporate income tax. 

Coal mining is a very capital intensive indusiry Companies must make substaniial capita) 
investments for new mine development, technology and efficiency improvement, and for 
environmental, health and safety compliance. The bias against capital intensive industries built 
into the AMT system makes it very difficult for coal companies to make the needed investments. 

The added tax burden of the AMT increases the cosi of capital and reduces the cash flow 
needed for operations. Ironically, companies are more likely lo be AMT taxpayers when they 
are making large capital expenditures or when they have low taxable income, in other words, 
when the need for cash is greatest. 

The AMT inhibits the growth of capital intensive industries, resulting in sluggish or even 
negative job growth Any simplification of the tax code should certainly include substaniial 
reform or repeal of the alternative minimum tax. 

Several studies have confirmed the negative impact of the AMT. 

1. Joel L. Prakken, Chris P. Varvares and Laurence H. Meyer s (PVM's) study entitled 
■'Investment, Economic Growth and the Corporate Alicrnative Minimum Tax" for the 
American Council for Capital Formation Center for Policy Research argues that the AMT 
has the potential to reduce invesimcni spending because AMT-filers pay a higher average 
tax rate and consequently generate less internal cash flow than they would under the 
regular tax This, in turn, may curb investment by firms wiih impeded access to capital 
markets. 

PV M ' s results show that firms permanently on the AMT face capital costs significantly 
higher than firms that pay the regular corporate income tax. PVM's econometric 
simulations show that if all firms were to face the AMT indefinitely, the result would be 
to reduce the level of output by approxmiaiely S60 billion annually relative to the case 
in which all firms paid the regular income lax. 

2. Research by Arthur Andersen and Co. confirms that U.S. firms paying the AMT recover 
(heir investment costs for new equipment much more slowly than do companies in major 
competitor nations. 

Imernational Competitiveness 

Congress has long recognized that capital investments in natural resources are different 
from investments m other assets such as buildings and equipment Unlike buildings and 
equipment, natural resource deposits contain a finite amount of economically recoverable 
minerals. As the minerals are extracted, the available reserve is depleted Any changes to the 
current tax system as a result of tax reform should continue to recognize the finite characteristics 
of natural resources. Many foreign coal producers enjoy favorable tax treatment compared to 
U S producers even under the current system Any changes ihat would further penalize U.S 
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companies would likely have a detrimental impact on U.S. mdusiry. While the U S. has the most 
productive coal miners in the world, the cost of the industry specific taxes paid by the U .S. coal 
industry and the high cost of compliance with U.S. regulations generally cause U .S. costs of coal 
to many markets to exceed those of our major foreign competitors such as China. Colombia, 
Australia and South Africa This cost disadvantage applies not only to exports from the U.S but 
also enables some countries to import coal into this country, which is ironic because we have the 
largest reserve base of coal in the world. 

Summary 

In summary, the Coal Industry Tax Committee would ask the House Ways and Means 
Committee to consider the following points as you contemplate tax reform. 

1 The Committee suppons reform of the lax code if it results in simplification with greater 
tax equity. 

2 . The coal industry ' s tax burden is higher than most industries because of the specific taxes 
imposed on it. These specific taxes should be considered in the tax reform process. 

3. The alternative minimum tax should be eliminated as part of tax simplification because 
it has a negative impact on the economy and inhibits growth. 

4 The finite characteristics of natural resources should be considered during tax reform to 
ensure the U.S remains competitive in the world market. 

Mr. Chairman. I thank you for allowing me to testify on behalf of the Coal Industry Tax 
Committee. 



333 


COAL USE IN SELECTED STATES 


Coal Consumption 
(million tons) (1994) 


Percent of Electricity 
Produced by Coal 
(1995) 


Texas 

93.8 

47 

Indiana 

60.0 

98 

Ohio 

56.7 

88 

Pennsylvania 

54.1 

57 

Illinois 

39.1 

43 

KcntuciQ' 

38.1 

95 

Michigan 

35.7 

71 

Georgia 

29.3 

65 

Missouri 

27.7 

82 

Florida 

26.1 

42 

Tennessee 

25.4 

71 

Wisconsin 

21.7 

71 

Iowa 

19.3 

85 

Minnesota 

18.7 

63 

Louisiana 

14.1 

29 

Virginia 

12.8 

46 

New York 

11.5 

20 

Maryland 

10.5 

61 

Nebraska 

9.3 

64 

Nevada 

8.0 

70 

Washington 

6.3 

6 

Massachusetts 

3.9 

39 

California 

2.5 

*• 

New Jersey 

2.0 

19 


••Majority of coal-fired electricity is generated in neighboring states. 
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Mr. McCrery [presiding]. Thank you very much. 

First of all, I want to apologize for everybody running in and out 
today. There is a lot of action on the floor we did not anticipate. 
We are trying to get the welfare reform bill up for a vote this after- 
noon, and some on the floor are hesitant to get that bill before us, 
so they are using some delaying tactics, and causing us to run back 
and forth to vote on silly things like whether it is permissible to 
use an exhibit on the floor, and things like that. 

So I want to apologize for Members having to be out so much. 

Before I ask Mr. Ramstad if he would like to ask some questions, 
let me just ask all of you, generally, whether, in your opinion, 
whatever tax code we develop, or even if we could tinker with the 
current Tax Code, should our tax system be neutral on production 
of natural resources, energy resources, the production of energy? 

Or should we favor, in our Tax Code, development of our re- 
sources, and production of energy in this country? Anybody have a 
thought on that? 

Mr. Rogliano. Speaking on behalf of the Coal Industry Tax 
Committee, what we would prefer is that all industry taxes be 
taken into consideration. Whether it favors production of natural 
resources, that would be fine, but already the coal industry is bur- 
dened with excess taxes. We are looking for something that would 
be fair and put the coal industry in the same taxation burden as 
other industrial segments of the economy. 

Mr. Blackwelder. On behalf of Friends of the Earth, I would 
reply that the current Tax Code is overly generous to those indus- 
tries that cause the greatest amount of pollution and the most 
rapid depletion of natural resources, and we are looking for at least 
a more level playingfield, but we think you ought to actually do 
more. That there are ways of running the economy much more en- 
ergy efficiently. Thus, products become more competitive. 

The problem now is the price of any product does not tell the full 
truth from society’s standpoint, or an ecological standpoint. 

The price of oil does not reflect all of the extraordinary costs we 
go to to protect it in the Persian Gulf, and we are importing, as 
we heard earlier, over one-half of our crude oil. 

The cost of utilizing fossil fuels, to the extent we have, does not 
reflect the tremendous health damage, loss of life, hospitalization 
costs, all the medical costs you are confronted with trying to pay 
for. 

If we ran an economy on a more energy-efficient basis, and a 
solar basis, which we could do over 20 years, then it seems to us 
we would meet the conditions we laid out in our testimony. 

We would improve our standard of living. We would create more 
jobs, better jobs, and we would have a cleaner environment for our 
children and grandchildren. 

So the answer is we should not treat natural resources as we 
have been doing in the past. Our tax system should encourage ap- 
propriate and efficient use, recycling and that sort of action, and 
it has got to really reorient itself. 

Mr. McCrery. Anybody else have an opinion on whether the tax 
system should encourage development of our natural resources? 

Mr. McMahon. Well, I hear we get a lot of tax incentives and 
tax breaks, but my company pays over $2 billion a year in taxes. 
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I fail to see all the incentives that are being mentioned here. I 
would think, as I said in my testimony, I would prefer a level 
playingfield, a neutrality as far as different industries are con- 
cerned, so that everybody is being — competition on a level 
playingfield. 

Mr. McCrery. What do you mean by everybody? You mean ev- 
erybody within the energy 

Mr. McMahon. Well, within the particular industry, and com- 
pare industries to industries. 

Mr. McCrery. OK. I would just point out, Mr. Blackwelder, that 
it is hard to have it both ways. You say we do not take into account 
the cost of protecting oil resources, for example, in the Persian Gulf 
area. Well, if we produced more here, domestically, we would not 
need to depend so much on those resources. So maybe we could re- 
duce the cost, then, if we would spend more of our resources here, 
developing known reserves here in this country. For example, in 
Alaska, and other places. 

But that is a different Committee, so I will leave that alone. 

Well, I think Mr. Ramstad has left. 

Just generally, before I let you go, the primary alternatives, I 
think we can say, to the current tax system are switching from an 
income tax to a consumption tax, or going to some kind of single 
rate income tax. 

Do you have any, just general thoughts, as to how each of those 
would affect your industries in comparison to the current Tax 
Code? 

Mr. Rogliano. If I could, a lot depends on what taxes will be 
taken into consideration if a consumption flat tax were to be im- 
posed. 

As I mentioned earlier, the coal industry pays Federal black lung 
taxes and abandoned mine land fees, coal miner’s retiree health 
care tax, and a number of other industry specific taxes. If a con- 
sumption or flat tax is imposed, over and above these other taxes, 
without at least providing for a credit of these taxes, it could cause 
serious harm to the coal industry. The question is whether these 
taxes will be taken into consideration or not. 

Mr. McMahon. I would say, sir, as a capital-intensive industry, 
in the public utilities the movement from the present tax system 
to a consumption-based tax system would be more beneficial for the 
overall economy. So we would support that. 

Mr. McCrery. So you think the current tax system is overly bur- 
densome on capital-intensive industries? 

Mr. McMahon. Extremely so. 

Mr. McCrery. Mr. Merrill, do you agree with that? 

Mr. Merrill. Yes, I do. Our current income tax system, as you 
know, double taxes corporate income, both at the corporate level 
and when it is received by the shareholder as a dividend, or capital 
gain. So there is a double taxation on capital. 

Mr. McCrery. And Ms. Erlandson, do you have any thoughts 
on 

Ms. Erlandson. With regard to a flat tax versus a consumption 
tax, disregarding equity effects, we would prefer a consumption 
tax, if it incorporates all of the externalities that are now not cur- 
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rently incorporated in our pricing system, and a tax mechanism 
can do that. 

If that were the case, it is possible that we could support some- 
thing like that, although we are concerned about competitiveness 
and border adjustability issues. 

Mr. McCrery. ok. 

Mr. Blackwelder. The one thought Friends of the Earth would 
offer on these is we should look at the problems with the current 
Tax Code and its bias against labor and employment, and the bur- 
den it puts on people, as we want to hire more people. 

If you reward capital-intensive industries, you are exacerbating 
a problem now, where we are finding more and more Americans 
having to hold down two jobs just to bring in the same kind of fam- 
ily income that our fathers brought in 25 or 30 years ago, when we 
were raised. 

The figures from the U.S. Government on average production 
worker wages show they have dipped to the level they were at in 
the late fifties, and shifts to some of the proposals we have before 
us, the consumption tax, flat tax, have a labor penalty associated 
with them. 

That is why we think you have to distinguish among the types 
of consumption because certain types of consumption will create 
more jobs, more employment, and others will, if you favor capital 
intensity, actually lead to, we think, growing unemployment. 

Mr. McCrery. Do you think if we had more industry in the Unit- 
ed States, we would have more unemployment? 

Mr. Blackwelder. I would say if you based the economy more 
on high-efficiency renewables and solar, you will have many more 
jobs per BTU expended than you do under the present energy sys- 
tem, and you would greatly improve the overall health of the econ- 
omy and the population. 

Mr. McCrery. OK. Well, thank you very much. We appreciate 
your testimony before the Committee today and look forward to 
continuing to hear your ideas and thoughts as we go through this 
process. 

Thank you. The hearing is adjourned. 

[Whereupon, at 1:12 p.m., the hearing was adjourned.] 

[Submissions for the record follow:] 
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U.S. HOUSE OF REPRESENTATIVES 
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The AMT Coalition for Economic Growth is a broad-based coalition formed to 
advocate repeal or substantive reform of the Alternative Minimum Tax (AMT). The 
coalition consists of small, medium, and large companies and associations representing a 
wide range of manufacturing-related industries including; airlines, automotive, chemicals, 
energy, mining, paper, steel, transportation, and utilities. 

Mr. Chairman, the members of the AMT coalition commend you and this committee 
for having a hearing on the impact of fundamental tax reform on domestic manufacturing. 

The best evidence for fundamental tax reform is underscored by the mere existence of the 
AMT. The AMT is overly complex as a parallel tax system, fueling unnecessary 
administrative burdens and excessive compliance costs. Supporting this assertion of 
complexity is a Tax Foundation study citing the AMT as the second most complex area of 
the tax code. Companies are required by law to calculate annually their tax liability under 
both the Alternative Minimum Tax (AMT) and the regular corporate income tax systems. 

The AMT is an anti-competitive, anti-investment, Ami-Manufacturing Tax. 

In considering tax overhaul. Congress should ensure that the burden of taxation is as 
broad-based as possible, so that it does not fall disproportionately on U.S. manufacturing, the 
nation's key source of high-wage, high-skilled jobs. Our existing business tax code is an 
impediment to U.S. economic growth and competitiveness. There are some areas of the tax 
code that simply cannot wail for overall reform. The committee recognized this need during 
1995 by passing legislation (H.R. 2491) that was ultimately vetoed by President Clinton. 

This legislation would have made substantial progress toward eliminating the penalty imposed 
on investment under the AMT. 

In fact, a recent DRI/McGraw-Hill study showed that AMT reforms, similar to those 
passed last year, could result in as much as a 1.6 percent increase in GDP. Without these 
kinds of changes to the AMT, the economy will continue its less than optimal performance, 
and more specifically, tens of thousands of high-paying jobs will not be created. Therefore, 
we hope the committee will act as soon as possible to make these limited reforms a reality. 

While we are hopeful for the future, we cannot ignore the fact that another economic 
downturn will come, and when it does, the AMT will make it longer and deeper than would 
otherwise be necessary. The AMT’s negative reinforcing effect on the economy was clearly 
evident during the recession of 1991 by further constraining cash flow at a time when 
companies could least afford it. AMT repeal, or at least substantive reform, is one of the 
most important actions Congress can lake to improve the current tax code bias against 
productivity-improving investments. 
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AMT; The Anti-Manufacturing Tax 

The AMT originally was intended to ensure that all profitable U.S. corporations pay 
at least some tax. Mr. Chairman, that goal has been turned on its head. Enactment of the 
AMT in the 1986 Tax Reform Act (TRA) has had the unintended effect of placing many 
capital-intensive companies in a near-permanent AMT status with taxes being payable even in 
years when economic losses were incurred. One company, for example, reported losses to 
shareholders of more than $1.3 billion over five years (1990-1994), yet paid more than $200 
million in AMT. As a result, the AMT is having a serious, adverse impact on U.S. capital- 
cost recovery and a highly distorted effect on U.S. investment flows. 

The AMT continues to be a critical problem for U.S. manufacturers - namely, the 
grossly inadequate capital-cost recovery system in the United States, especially as it affects 
AMT payers. The AMT’s discriminatory depreciation methods and excessively slow 
recovery periods have had especially harmful effects on U.S. manufacturers. Thai’s because 
the AMT is most damaging to (I) companies that must invest heavily and continuously in 
new equipment, (2) companies in cyclical industries, and (3) companies whose profitability is 
subject to dramatic swings because their prices are set by the global market. These criteria 
define much of the U.S. manufacturing sector. 

The primary problem continues to be the AMT’s extreme bias against capital 
investment. This anti-competitive tax treats accelerated depreciation as an adjustment (an 
increase in income) that must be added back into the AMT calculation, even when profits are 
low or non-existent Insofar as many manufacturing companies have no choice but to invest 
heavily and continuously -• in good times and bad — it is this "add-back" that increases 
taxable income and, thus, forces many capital-intensive companies into long-term, if not 
permanent. AMT status. 

Since passage of the Tax Reform Act of 1986 and its harmful AMT provisions, many 
companies with significant reported losses (for both financial and regular tax purposes) have 
been forced to pay AMT and defer any tax benefits associated with losses until regular taxes 
exceed the AMT, which may be never. Adding insult to injury, companies have remained 
stuck in the AMT and have been unable to use their accumulated minimum tax credits (AMT 
credits) that accrue in the years when the AMT exceeds regular tax liability. 

AMT credits can be used only to the extent that a taxpayer’s regular tax liability 
exceeds its AMT liability. The intent of the AMT credit was to ensure that over time no 
company would pay more tax than if it were in a regular tax position. Many capital- 
intensive companies are expected to remain in the AMT indefinitely and. thus, will generate 
AMT credits that would not be usable. Therefore, the AMT. m effect, has become for these 
companies a permanent lax increase relative to what they would have paid as regular 
taxpayers. Many other companies are unable to use credits against regular tax within a 
meaningful lime frame. For these companies, this prepayment of tax and limited use of 
AMT credits result in an interest-free loan to the government. 

In addition to the negative treatment of depreciation, companies also find they pay a 
significant penally due to the AMT’s limitations on the use of business credits such as 
research and development, alternative fuels, target jobs credits, net operating losses and 
foreign tax credits. Many of the broad policy objectives instituted through the tax code and 
reflected in these credits do not work as intended. The effect of these limitations, again, is 
to put the AMT firm at a competitive disadvantage. In the case of foreign tax credits, it is 
indefensible to double-tax foreign-eamed income by arbitrarily limiting the use of foreign tax 
credits to 90 percent. 

The AMT is anti-competiiive because it places capital-intensive, cyclical companies at 
a severe disadvantage, particularly against their foreign competitors, who pay no income tax 
when they have no profits and whose depreciation is not subject to an AMT. The fact that 
the AMT is the worst capital-cost recovery system among industrialized nations gives further 
credence to the anti-compeiiiive effect of the AMT. 
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The AMT is imposing a tremendous administrative burden because it requires 
numerous depreciation and inventory calculations. It is inherently inequitable because it is 
applying vastly different tax treatment to similar investments made by similar taxpayers. It 
is acting as a competitive drag on U.S. manufacturing. It is penalizing, in particular, those 
companies that invest the most in relation to their profits. And by denying the use of 
pre-paid regular tax -- i.e. . AMT credits -- at all, or within a meaningful time frame, (he 
value of these credits is rendered worthless. 

Absent fundamental reform, many manufacturing companies are likely to remain stuck 
in the AMT for the remainder of this century and beyond. The reason is twofold. First, 
although many companies have seen profits in the short term, they have not been high 
enough to offset all of the losses and AMT credits generated during the last recession. 

Second, companies continue to face substantial new investment requirements to meet both 
global competitive pressures and new environmental rules (stemming from legislation and 
agency-initiated efforts). 


Fundamental Tax Reform and Transition Rules 


The Coalition fully supports repeal of the AMT. and as such, urges that repeal be 
included in any fundamental tax reform proposal seriously advanced by Congress. Should 
such reform occur, Congress is not without precedent in providing transition rules when the 
tax code has been significantly changed to ensure fair and equitable treatment for taxpayers 
who committed substantial business resources based on current tax law. Current, unused, 
accumulated AMT credits exceed $23 billion. Given that the AMT credit is a pre-paid tax 
payment generated largely as a result of the punitive depreciation system under the AMT. the 
Coalition urges that existing AMT credits be either refunded or permitted to reduce future 
tax liabilities under a new tax system. 


Absent Tax Overhaul. AMT Reform Recommended 

The AMT Coalition favors complete repeal of the AMT. We believe the United 
States should have a single, reasonably understandable tax system that applies equally to all 
corporate taxpayers. The current dual tax system of the AMT is unequivocally poor tax 
policy. If complete repeal cannot be accomplished, however, then there are several reforms 
short of repeal that would help minimize the anti-competitive impact of the AMT. 

With respect to AMT refonn, the coalition recommends you consider the following 
principles: Capital-cost recovery provisions should promote, not impair, manufacturing 
investment and competitiveness; recovery lives and method under the AMT should be 
conformed to the regular lax; AMT credits and other business credits should be made 
available to companies that find themselves in the AMT; and. foreign tax credits should not 
be limited. 

Given these principles, we urge enactment into law of the following proposals that 
were previously passed by Congress as part of the vetoed 1995 Balanced Budget Agreement, 
H.R. 2491: 

• Eliminate the depredation adjustment for new investment under the AMT. 

Today, a company’s depreciation system (method and length of asset lives) is 
determined less by the type of asset and more by the profitability of the company. 
Some profitable firms recover their cost of investment through tax depreciation more 
than twice as fast as less profitable firms subject to the AMT. For example, steel 
assets are depreciated over a 7-year period under the regular tax but over a 15-year 
period using a slower depreciation method under the AMT. Treating regular tax- 
accelerated depreciation as an adjustment under the AMT violates the most basic tax 
policy principle that investment in similar assets should be taxed in the same manner. 
It makes no economic sense to continue to penalize capital investment in this way. 
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• Change the way the AMT credit operates to make it usable for industries that are 
near-permanent AMT payers. The AMT was never intended to tax capital 
investment at a higher rate than the regular tax on a permanent basis. But this is 
exactly what happens when AMT payers are denied use of the credit. Since many 
AMT payers will not have enough regular taxable income to use their AMT credits 
fully in a meaningful time frame, a mechanism should be established to allow panial 
use of credits against AMT liability. This would monetize these credits and, thus, 
decrease the cost of capital. It would also stimulate economic growth by liberating 
funds for additional capital investment. 

The coalition also recommends additional AMT reforms. Specifically, remove the unfair 
limitations on the use of business credits, NOLs and foreign tax credits that apply only to 
AMT payers. Since the AMT is essentially America’s second business-tax system, with its 
own rules and limitations, many of the broad policy objectives instimted through the tax code 
do not work as Congress intended. This is true for many business credits, including R&D, 
target jobs, alternative fuels (Sec. 29), etc.. Arbitrary limitations on the use of NOL 
deductions and foreign tax credits are equally unfair. 


Conclusion 


The AMT Coalition for Economic Growth urges your serious attention to the 
significant anti-growth, anti-investment problems posed by the AMT in designing a new, 
improved, simpler, tax system that promotes capital investments in productivity-improving 
assets. Absent imminent fundamental tax reform that includes repeal of the AMT, the 
coalition recommends substantive changes now to the AMT. Thank you for your interest in 
rectifying one of the most egregious examples of complexity and unfairness in the tax code: 
the AMT. 
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THE HONORABLE W. S. STUCKEY, JR. 

FOREST LANDOWNERS ASSOCIATION AND 
FOREST LANDOWNERS TAX COUNCIL 
ON THE IMPACT OF 

REPLACING THE FEDERAL INCOME TAX ON 
MANUFACTURING AND ENERGY AND NATURAL RESOURCES 

WAYS AND MEANS COMMITTEE 
UNITED STATES HOUSE OF REPRESENTATIVES 

JULY 31, 1996 


On behalf of the Forest Landowners Association, and as Chairman for the Governmental 
Affairs Committee, I am privileged to submit, for the record, our thoughts about the 
importance of replacing the federal income tax with a flatter, fairer tax and the effect it will 
have on individual landowners who manage this country's vital natural resources. 

Forest Landowners represents approximately 6,000 members whose combined holdings total 
over 47 million acres of privately held non-industrial forestland, primarily in 17 southern 
states. Nationwide there are over ten million independent forestland owners in the U.S. 
managing over 300 million acres of trees. This private, non-industrial segment of the 
forestry community compromises over 60 percent of the timberland available to supply our 
nations lumber and paper needs. 

The forest ownership patterns among the private landowner community in the Southern 
United States can be summarized by looking at just one region of the area that includes 
seven states — Alabama, Arkansas, Louisiana, Mississippi, Oklahoma, Tennessee, and Texas. 
There are 99 million acres of total forest area in that seven state region. Two thirds, or 66 
million acres, are owned by private, non-industrial landowners. Public forests make up just 
10 million acres, or 10 percent of the forested area. Private, non-industrial landowners hold 
over six times the forest land the government controls in these seven states. 

There are over 1.5 million individual landowners in this seven state region alone. Fifty 
percent of these individuals own less than 500 acres. Twenty percent own less than 100 
acres. The average tract size is 80 acres. By ownership type, 28 million acres are under sole 
proprietorship, 19 million acres are owned by husband and wife. In total, 52 million acres of 
the private forest are in individual ownership. 

While some non-industrial timber growers own tracts of forested land in hundreds, or even 
thousands, of acres, most are small landowners with ten, twenty, or fifty acres of trees. 

These are not wealthy Americans seeking a tax break. Rather, most forest landowners are 
hard working, middle-class taxpayers. They are farmers, retirees, and school teachers, who 
love their land and work diligently to manage and make productive the natural resource asset 
they are privileged to own. 

Today, the independent forestland owner is being asked to supply more wood fiber and is 
being pushed to manage more intensely his acreage because of both market conditions and 
government policy. When government policy discourages the planting of trees through 
excessive taxation and increased regulation, fewer trees will be grown which is not only bad 
for the economy, but bad for the environment. 

Increasingly strict environmental regulations place limits on the timber acreage that is 
available for harvest from public lands. At the same time, since the capital gains increase in 
1986, the reforestation rates on small non-industrial tracts of land have declined in many 
parts of the country. The disparity between acres harvested and acres planted continues to 
grow. Environmental groups, private forestland owners, and the forest products industry all 
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agree it is crucial our D.S. tax policy be changed to provide greater incentives for 
reforestation efforts. As a direct result of higher capital gains taxes, some forestland owners, 
particularly in the South, are selling their forestland and investing in something that will 
provide them with a more certain return. Others are not investing in forest management 
practices or in reforestation activities, as they once were. Timber land will regenerate 
significantly faster producing better quality wood if it is managed and reforested properly. 

The Capital Gains tax provisions in the 1996 Balanced Budget Act would have provided a 
much needed tax relief. However, an alternative to incorporating these provisions in a 
budget plan to provide this country with two very beneficial results — more trees and a 
better environment, would be to replace the Federal income tax. Simply put, allowing tree 
farmers to keep more of what they produce means they will have more to reinvest in tree 
production while ensuring proper management of existing forest land. Ultimately, lower 
taxes on trees means more wood for homes at lower cost to the home buyer. 

The Forest Landowners Association is working to see that a more balanced tax treatment of 
timber restored. 1 want to commend the Congress of Us passage of the Balanced Budget 
Act, vetoed by the President last December, that contained provisions to exclude 50% of 
capital gains from taxation. The legislation would have made the effective top rate on capital 
gains 19.8% for capital assets, including timber, held for a year or longer. The corporate 
capital gains rate would also have dropped from 35% to 28%, and assets would have been 
indexed prospectively. It is our ardent hope that Congress will continue to move forward 
with this important legislation. 

Included in his veto of the Balanced Budget Act, President Clinton eliminated an 
opportunity to bring about estate tax relie'^for "family-owned business Interests". That 
legislation would have excluded the first million of value from a decedent's estate, and also 
excludes 50% of the value between S1.0 and S2.5 million. That legislation would have 
required surviving members of the family to keep the business for ID years to avoid 
additional estate taxes. Even the 7-year balanced budget which did include a provision to 
provide a modest amount of estate tax relief including family farms and closely-held 
businesses is a modest amount that does not begin to adequately address the problems. 

We are grateful for the support of a majority of Congress for the goals of the Balanced 
Budget Amendment. The Federal Income Tax System, with a flatter, fairer tax, w ill benefit 
all citizens of our nation, including forest landowners. In particular, I am hopeful that the 
provisions of capital gains and estate taxation will continue to be considered by the Ways 
and Means Committee this election year and during upcoming debates. This change in the 
treatment of taxes is needed to ensure that small land owners are not penalized for exercising 
proper management of their lands. It will also benefit citizens who own land that has been 
passed down from generation to generation from having to sell part of their farm just to pay 
off death taxes. 

I appreciate the opportunity to submit the Forest Landowner Association's views for the 
record. We applaud your efforts to provide tax relief and reform to our nation. We are 
encouraged that legislation has emerged to provide the necessary incentives to allow non- 
industrial forest landowners to invest more money in reforestation, management, and 
maintenance of forestlands so they can continue to provide this country with an abundant, 
affordable supply of timber. We eagerly await the passage of these tax provisions. 
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Comments on the 

Impact of Fundamental Tax Reform on Domestic Manufacturing 
August 14, 1996 
Submitted by 

The Tax Reform Study Group 
within the Council on Tax & Fiscal Policy 
An Initiative of Joint Venture: Silicon Valley Network 

These comments are submitted pursuant to the House Ways & Means 
announcement of July 18, 1996. They are submitted for inclusion in the printed 
record of the hearing held on July 31, 1996 on the impact of fundamental tax reform 
on domestic manufacturing and on energy and natural resources; our comments 
focus only on domestic manufacturing. The Tax Reform Study Group previously 
submitted comments for the written record of the May 1996 hearing on the impact 
of tax reform on state and local governments, and the July 1996 hearing on the 
impact on international competitiveness.! The Tax Reform Study Group is also 
working on a more comprehensive comment letter to submit to the tax writing 
committees at a later date; such letter will expand upon the topics covered in this 
submission. 


Background on the Tax Reform Study Group 

The Tax Reform Study Group was formed in October 1995 and consists of 
individuals from business, state and local government, and academia who are 
interested in studying the proposals for reform of the federal and state tax systems 
and tax reform in general and their impact to Silicon Valley. The Group provides 
objective forums for people in Silicon Valley to learn about tax reform and how it 
affects them and their employers. The Group has sponsored several seminars on tax 
reform and maintains a Web page where interested people can obtain objective 
information on tax reform: 

http://www.svi.org/jointventure/tax/tax_fed.html 

Joint Venture: Silicon Valley Network is a dynamic model of regional rejuvenation 
with a vision to build a community collaborating to compete globally. Joint Venture 
brings people together from business, government, education, and the community 
to act on regional issues affecting economic vitality and quality of life. One of its 
initiatives is the Council on Tax & Fiscal Policy. 

Drafting: The views expressed in the cornment letter represent the collective views 
of the Tax Reform Study Group within the Council on Tax & Fiscal Policy of Joint 
Venture: Silicon Valley Network, and not necessarily the views of any individual 
members of the Study Group, the Council or of Joint Venture. The primary 
draftspersons of these comments was William C. Barrett, Director: Tax, Export & 
Customs, Applied Materials, Inc., Annette Nellen, Professor, San Jose State 
University, and Donald J. Scott, Director: Tax Compliance, Oracle Corporation; 
substantive contributions and review were provided by Jean Alexander, Counsel to 
the Chairman, California State Board of Equalization; Dan Kostenbauder, General 
Tax Counsel, Hewlett-Packard Company; Larry R. Langdon, Vice President - Tax, 
Licensing & Customs, Hewlett-Packard Company; David W. Mitchell, Hoge, Fenton, 
Jones & Appel Inc.; and Dr. John E. Thomson, Adjunct Fellow, Tax Foundation. 


! These comments can also be found at http://wvvw.svi.org/jointventure/ tax/lax_fed.html, and 96 STN 
142-36 (July 23, 1996) or State Tax Notes, Vo l. 11, No. 4, July 22, 1996, pg. 253. 

Comments on the Impact of Fundamenial Tax Submitted by the Council on Tax & Fiscal Policy 

Inform on Domestic Manufacturing of Joint venture: Silicon Valley Network 
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Introduction 

These comments focus on selected issues relevant to manufacturers that have not 
received much attention in the tax reform debate relative to other issues. These 
topics include: 

• The importance of R&D incentives to manufacturing and service companies; 

• Accounting methods; and 

• Impact on financial statements and stock prices. 


Importance of R&D Incentives to Manufacturing and Service Companies 

Various government and private studies have indicated that government 
incentives for research are justified in that society's rate of return on research 
exceeds that of the company incurring the research costs and risks. Thus, the 
company conducting the research and incurring the costs will not be able to 
completely reap the rewards of its research because some of the benefit will spill 
over to others.2 For example, although research leading to an innovative new drug 
can be protected by a patent to help a company obtain the economic benefits of its 
research, the fruits of the research will be enjoyed by others upon the patent's 
expiration. Because a company may not receive all of the return from its research 
investment, but will instead share some of it with society, there is justification for 
public support of such research.^ 

Research incentives also benefit society. Both government and private studies have 
shown that the credit for increasing research activities (IRC §41) has had an impact 
on the amount of research conducted. A 1989 General Accounting Office (GAO) 
report, "The Research Tax Credit Has Stimulated Some Additional Research 
Spending," stated that the research credit "raised corporate spending on R&E above 
the level that otherwise would have been achieved."^ This study, based on a sample 
of 800 corporations and economic models, concluded that the credit "stimulated 
between $1 billion and $2.5 billion of additional spending for the 5 years 1981 
through 1985." Such an increase represented an increase of 15 cents to 36 cents for 
every dollar of foregone tax revenue due to the credit.^ 

A 1994 private study concluded that the GAO study underestimated the benefits of 
the research tax credit. This study estimated that the credit stimulated additional 


2 "Businesses may not find il profitable to invest in some research activities because of the difficulty in 
capturing the full benefits from the research. Costly technological advances made by one firm are 
often cheaply copied by its competitors. A research tax credit can help promote investment in 
research, so that research activities undertaken approach the optimal level for the overall economy. 
Therefore, the Committee believes that, in order to encourage research activities, it is appropriate to 
reinstate the research tax credit and to modify certain rules for computing the credit." From; Small 
Business Job Protection Act of 1996 (H.R. 3448), Senate Finance Committee Report on H.R. 3448, S. Rpl. 
104- , June 1996, Explanation of Present Law. 

^ "The R&D Tax Credit; An Evaluation of Evidence On Its Effectiveness," a staff study prepared for the 
Joint Economic Committee of the U.S. Congress, S. Rpt. 99-73, August 23, 1985, pg. 4 ('"spillover 
benefits' ... put R&D into the class of goods such as public health and sarJtation, education, clean air 
and water, and defense that fall into the sphere of governmental responsibility.") Also see 
Congressional Research Service Issue Brief The Research and Experimentation Tax Credit," by D. 
Brumbaugh, November 17, 1993 ("because the level of investment a firm undertakes depends on the 
return it alone can earn from the investment, without public support firms are willing to undertake 
less research than is warranted by its return to society.") Also see study and testimony of Barents 
Group LLC of KPMG Peat Marwick LLP; 95 TNT 65-20 (4/4/95); ("Social rales of return to R&D 
investments are typically about twice as high on average as private rates of return.”) 

4 GAO, "The Research Tax Credit Has Stimulated Some Additional Research Spending," GAO/GCD- 
89-114, Sept. 1989, pg. 22. 

^ 1989 GAO report, supra, pg. 22. 
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Spending in the short run of about $2 billion per year (in 1982 dollars) with foregone 
tax revenues of about $1 billion per year.^ 

The economy also benefits from research activity. It has been estimated that at least 
half of the economic growth in the U.S. stems from advances in technology.^ 

Manufacturers are the primary user of the research tax credit. In 1993, 75.2% of the 
aggregate amount of research tax credit claimed was claimed by manufacturing 
companies; 12% was claimed by service companies.® 

Impact of a consumption tax on R&D. Two important R&D rules under our income 
tax system are IRC §41, Credit for increasing research activities, a tax incentive, and 
IRC §174, Research and experimental expenditures, a positive accounting rule. 
These R&D rules are particularly important to computer software development and 
hardware manufacturing companies. A significant element of both the deduction 
and credit for resecirch expenditures relates to employee labor. Under a consumption 
tax, expenditures related to employee labor, including wages, fringe benefits and 
payroll taxes do not reduce the taxable base. Thus, a consumption tax will eliminate 
a significant deduction attributable to R&D activity. 

The treatment of R&D under our income tax system versus a consumption tax can 
be compared as follows: 


R&D Expenditure: 

Income Tax 

Consumption Tax 

Employee labor 

Currently deductible 
imder IRC §174. 

Not deductible.^ 

Outside labor (such as 

independent 

contractors). 

Currently deductible 
under IRC §174. 

Deductible business 
purchase. 

Equipment 

Not currently 
deductible, 
depreciation may be 
treated as a current 
deduction under IRC 
§174(a)&(c). 

Deductible business 
purchase. 


There appears to be some belief among tax reform proponents that the loss of R&D 
incentives (research tax credit and wage deduction) is more than offset by the benefit 
attributed to the current deduction of equipment. While this may be true for some 
capital intensive manufacturers, not all manufacturing R&D processes require 
significant equipment purchases. The software industry, for example, is highly labor 
intensive in both the development and rnanufacturing stages and the loss of the 
research tax credit and the wage deduction is not offset by a deduction for capital 
equipment. Tax reform proponents who seek to improve economic growth for the 
U.S. must consider how the tax burden is distributed among both labor intensive 
and capital intensive industries. 

We suggest that more attention be paid to the potential impact of moving 
completely from an income tax with R&D incentives to a consumption tax with no 
R&D incentives (no research tax credit). Because R&D activity is a growth engine for 
the U.S. economy, further study must be made as to whether R&D activity will 

^ "R&D Tax Policy During the t980s: Success or Failure," by Bronwyn H. Hall, National Bureau of 
Economic Research, Reprint No. 1872, April 1994, pg. 29, 

^ See July 18, 1996 testimony of The High-Technology Tax Restructuring Group before the House Ways 
& Means Committee, fn. 3. The statement is based on a 1995 report by the Office of Technology 
Assessment, "The Effectiveness of Research and Experimentation Tax Credits." 

® Joint Committee on Taxation, Impact on Small Business of Replacing the Federal Income Tax. (ICS-3- 
%), April 23, 1996, pg. 95. 

^ However, the Armey flat tax (H.R. 2060, 104th Cong. 1st Sess.) would allow a deduction for cash 
wages and certain retirement plan contributions; the USA tax (S. 722, 104th Cong., 1st Sess.) would 
allow a credit for payroll taxes. 
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decrease under a consumption tax, and if so, reformers must then consider the 
impact to one of the key goals for tax reform - economic growth. This further study 
must consider; 

• the impact of changed R&D tax incentives, along with other changes, such as 
reduced tax rates and the move to a territorial tax system, on a company's cost of 
doing business;^ 0 

• the impact of R&D incentives provided by other countries; 

• the possible changed behavior of companies in response to reduced tax benefits 
for R&D activity;^ ^ 

• the varying impact of reduced R&D tax benefits among different industries;^ ^ 
and 

• the possible impact to economic growth from reduced R&D tax benefits. 


Accounting Methods 

Current proposals: Only two of the current reform proposals include provisions on 
accounting methods; the USA tax proposal (S. 722, 104th Cong., 1st Sess.) and the 
National Retail Sales Tax proposal (H.R. 3039, 104th Cong., 2d Sess.). Under the USA 
tax proposal, a business would generally be required to use the accrual method of 
accounting; the all events test and economic performance requirement of present 
law would continue to apply. Generally, if a business was allowed to use the cash 
method of accounting under present law, it could continue to do so under the USA 
tax. The USA tax proposal directs the IRS to provide regulations (consistent with 
present IRC §447 and IRC §448) under which a new business might be able to adopt 
the cash method of accounting. The USA tax proposal also provides that certain 
changes or expansions of a business may result in it no longer qualifying for use of 
the cash method, under regulations to be provided by the IRS. Under the USA 
proposal, the present rules on changes in method of accounting and bad debt 
expense, would remain. 

Under the National Retail Sales Tax proposal, the cash method is the general rule. 
However, a vendor could elect to adopt the accrual method to determine when tax 
is due on its sales. For taxable property and services sold under the installment 
method, tax is due when payment for the property and services is actually received. 
With respect to property and services returned to the vendor, the vendor would be 
entitled to a credit (refund) when actual payment for the returned property and 
services is made by the vendor.l^ Apparently, a similar rule would apply to bad 
debts of a vendor using the accrual method (but a specific rule is needed to this 
effect). 

The Armey flat tax (H.R. 2060, 104th Cong., 1st Sess.) does not mention accounting 
methods, but it implies, as does the Hall*Rabushka model upon which the Armey 
flat tax is based, that a cash method of accounting would be used. The subtraction 
VAT proposal of Congressman Gibbons also does not discuss accounting methods. 

Considerations in Developing Accounting Method Rules: We suggest that the 
following principles be considered in developing accounting method rules for any 
tax reform proposal: 


See July 18, 1996 testimony of The High-Technology Tax Restructuring Group, supra, for an example 
of how a consumption tax could increase the cost of U.S,-based R&D activities. 

Changed behavior may include changes in a company's mix of domestic and foreign R&D spending, 
and increased use of outside contractors for R&D activity, relative to employee labor. 

The level of R&D spending among manufacturing industries varies. For example, in the automotive 
industry, R&D expenditures as a percentage of sales revenue is about 4%, while it is about 10% for the 
semiconductor industry and approximately 14% for the software industry. As reported by the 
Semiconductor Industry Association (SIA), based on a Business Week report; SIA Annual Databook, 
1995, pg. 41. 

The accounting method provisions of the USA tax proposal are at S. 722, supra, §§220 to 226. 

1** H.R. 3039, IWlh Cons-, 2d Sess., §22(e). 
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• One of the desired simplification provisions of many businesses is for increased 
book-tax conformity. However, conformity is not possible if the income tax 
system is replaced with a consumption tax, because books will still report income 
(not consumption). However, wherever possible, the goal of increased book-tax 
conformity should be followed. 

• Under a consumption tax, where a business is allowed to immediately write-off 
purchases of business assets, including land and inventory, timing rules will not 
be as important as under our current income tax system. For example, uniform 
capitalization rules and depreciation rules will be eliminated. Thus, the 
emphasis of current law on "clear reflection of income" from the perspective of 
the IRS (IRC §446(b) and Treas. Reg. §1.446-l(a)(2)) should no longer be the focal 
point of proper reporting of income and expenditures. Instead, emphasis should 
be placed on the methods used for book purposes (IRC §446(a) and Treas. Reg. 
§1.446-l(a)(l)), in order to achieve greater book-tax conformity. 

• The cash method of accounting should be considered an acceptable method of 
accounting for businesses with average annual gross receipts of $5 million or 
less.^^ 

Example: ABC Corporation is a publicly-traded company that prepares its financial 
statements according to generally accepted accounting principles (GAAP). For its 
year ended December 31, 1998, ABC's income statement reports: 


Net sales 

Cost of sales 


$2,600x 

Beginning inventory 

$500x 


Direct materials 

$600x 


Direct labor 

$700x 


Indirect costs 

$300x 


Ending inventory 

-$400x 

$l,700x 

R&D 


$300x 

Selling, general and administrative 

$320x 

Operating income 


$280x 

Interest, net 


$120x 

Income from operations before income taxes 

$400x 


Because ABC’s financial statements are based on income, but its tax return is based 
on a consumption tax system, many book-tax differences will exist. However, for 
purposes of simplification, ABC should be allowed to start with the above 
numbers in determining its tax base under any of the consumption tax proposals. 
For example, under a subtraction method VAT, ABC would make the following 
adjustments: 

a) Eliminate labor, fringe benefits, taxes, interest and beginning and ending 
inventory included in its expenditures; 

b) Eliminate net interest income. 

c) Eliminate depreciation and amortization amounts; 

d) Remove gain or loss amounts from the sale of fixed assets; 

e) Include a deduction equal to the book amount of equipment, building and 
land acquired and placed in service during the year (rules are required to 


15 See Joint Committee on Taxation, Selected Materials Relating to the Federal Tax System Under 
Present Law and Various Alternative Tax Systems, (JCS-1-96), March 14, 1996, pg. 77. 

As under IRC §448. Arguably, under a system where inventory is deducted when acquired, rather 
than when sold, a small business with inventory should not be precluded from using the cash method 
of accounting for tax purposes (this is not allowed under current law per Treas. Reg. §1.446-l(c)(2)(i) 
which requires a taxpayer with inventory to use the accrual method for purchases and sales). Rules 
can be provided to prevent possible abuses, such as large year-end inventory purchases made solely 
for tax purposes where the inventory is returned in the next year; see Revenue Ruling 79-188, 1979-1 
CB. 191. 
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ensure that there is no interest expense element included in this deduction); 
and 

0 Increase its tax base for the book sales price of equipment, building and land 
sold during the year. 

The above adjustments should not be expanded to require ABC to apply the all 
events test and economic performance requirement to determine when it incurred 
expenditures and had basis in assets purchased. Similarly, ABC should not be 
required to apply the existing income recognition rules of IRC §451 and the 
regulations; instead, it should be allowed to use its book revenue amounts. 

Impact on Financial Statements 

Regardless of how U.S. tax reform evolves, the need to accrue state and foreign 
income tax liabilities in financial statements will continue under GAAP accounting 
although the geographic mix of income tax liability could change dramatically.^^ For 
many companies, foreign income tax liabilities will likely increase in proportion to 
the corporate U.S. (state) tax liability. Income tax accounting with respect to foreign 
operations will become much more important to the global income tax provision 
and accordingly increases the administrative burden to U.S. -based tax departments 
in managing the income tax accounting work. 

Discussion of transition issues in the tax reform debate so far have focused on the 
tax and economic reasons of either providing transitional rules or not providing 
such rules. However, another important aspect of transitioning from an income tax 
to a consumption tax is the impact on financial reporting. The impact of moving 
from an income tax to a consumption tax can have a significant impact on a 
company's income statement and balance sheet, and potentially on its business 
decisions and stock price. Financial reporting (GAAP) aspects of major federal tax 
reform include: 

• the impact on a company's net deferred tax assets or net deferred tax liabilities 
in existence at the transition dale; 

« how the change from one set of rules to another should be reported on 
financial statements for the year of change; and 

• what the incidence of the new lax is and whether or not it should be reflected 
on a company’s income statement as the income tax currently is. For example, 
would the financial accounting rule for federal taxes be the same under the 
Armey flat tax, USA tax and national retail sales tax proposals? 

A company's mix of deferred t«ix assets^® and deferred tax liabilities^^ and whether 
the company is in a net deferred tax asset or net deferred tax liability position can 
vary from year to year for a variety df reasons. The type of transitional rules 
provided can have a significant impact to companies, particularly those with net 
deferred tax assets. Tax reformers should consider the impact of limited transitional 
relief on both the tax and financial reporting positions of companies. Transition 
rules should take into account ways to prevent undue burdens for companies with 
significant tax attributes at the transition date. 

GAAP (FAS #109) requires tax law changes to be reflected in financial statements in 
the year enacted. Assuming that FAS #109 would continue to apply to a 
consumption tax, the value of net deferred tax assets and net deferred tax liabilities 
would decrease. Again, this would affect companies differently depending on their 
prior tax attributes. Whether or not transition rules exist to allow a tax benefit for 
loss and credit carryovers and undepreciated asset basis at the transition date will 


Financial Accounting Statement (FAS) #109, Accounting for Income Taxes. 

Deferred tax assets tend to represent non-deductible current expenses that will be deducted in the 
future and may represent such items as inventory reserves, deferred revenue, loss carryovers, and 
foreign tax credits. 

Deferred tax liabilities may exist for such ilenr» as book-tax depreciation differences. 
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have an impact on corporate financial statements, stock prices, and transitional 
planning. 

There are many unknowns with respect to the impact of tax reform on financial 
statements. For example, will the current income tax reporting rule under GAAP 
(FAS #109) apply to consumption taxes, or will a new rule be required? Also, what is 
the proper reporting of the particular consumption tax on the financial statement? 
For example, a national retail sales tax collected by a taxpayer should not be reported 
on the income statement. However, it is not clear whether the same would be true 
for a subtraction method VAT, although theoretically, the economic incidence of a 
subtraction method VAT is the same as for a sales tax (tax imposed on the final 
consumer). Additional uncertainties stem from these accounting unknowns which 
may have significant impacts on the economic impact of fundamental tax reform. 
For example, how will the stock market react to changes in balance sheets (likely 
improvements for companies with deferred tax liabilities, but likely reductions to 
earnings for companies with deferred tax assets) and effective tax rates? 

Example: In the first year of the flat tax. Young Corporation (YC) has $600 million in 
domestic revenue and flat tax deductions of $330 million. Thus, YC's pre-tax income 
is $270 million and its flat tax liability is $54 million (20% tax rate). YC has $70 
million in prepaid tax assets on its books, attributable to inventory reserves, loss 
carryovers and research tax credit carryovers. Assuming no transitional rules exist to 
allow YC to ever obtain benefit of the prior inventory purchases or carryovers, the 
prepaid tax asset must be removed from YC's financial statements. YC's income tax 
provision for the first year of the flat tax would be: 


Flat tax 

$54M 

FAS #109 adjustment 

I70M 

Total 

$124M 

U.S. pre-tax income 

$270M 

U.S. effective tax rate 

46% 


Without the FAS #109 adjustment, YC's effective tax rate would have been 20%. 
This example is a simplified one involving only three book-tax differences; a typical 
manufacturer would have significantly more book-tax differences to analyze. The 
impact of tax reform will raise many difficult accounting issues for companies due 
to the significant nature of the contemplated changes - analyzing the specifics of 
reserves, moving from a worldwide system to a territorial one, lack of transitional 
rules, and uncertainty as to the incidence of the tax burden. 

Congress must consider the need for financial statement guidance that must follow 
reform of the federal tax system. The impact of tax reform on financial statements 
(and stock prices) must be included in the tax reform debate with respect to the 
technical and economic points, as well as providing a sufficient lime frame for the 
accounting issues to be resolved. 

Conclusion 

Major federal tax reform presents significant accounting, economic, social and 
political issues. Our comments above only identified and discussed three of these 
significant issues. To summarize, manufacturing companies are particularly 
sensitive to changes to the current treatment of R&D expenditures. Consideration of 
a consumption tax must take into account possible reduction in U.S. R&D spending 
and whether economic growth may be impacted adversely. Also, accounting 
method rules for any consumption tax proposal must consider how to best reach the 
simplification goal of tax reform, and realize that income tax standards for what is a 
proper method of accounting might not automatically apply to a consumption tax. 
The financial reporting (GAAP) issues indicate the need to consider the very broad 
brush tax reform sweeps over businesses beyond just their tax obligations to the 
government. In addition, financial reporting issues indicate the need to have a 
broad spectrum of parties involved to some degree in the tax reform process, 
including the Financial Accounting Standards Board (FASB). 
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